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PREFACE TO NINETEENTH EDITION 


The lasr (18th) edition of this book was issued in June 1960 
find was completely sold out by April 1961. This means that the 
Book is fully meeting the requirements of candidates preparing for 
advanced examinations in income-tax law and practice, such as the 
Income-tax Departmental Examinations, M. Com. Examination of 
dniTOrsities and the Chartered Accountants’ Final Examination. 

In preparing this edition, the whole book has been carefully 
Itvised in the following directions :— 

(a) The amendments made in income-tax law by ( i ) The 

Taxation Laws (Amendment) Act, 1960 and ( H ) The 
Finance Act, 1961, have been given effect to ; 

( b) Some Important recent judgments of High Courts and the 

Supreme Court relating to income-tax law, have been 
noted in appropriate places ; 

(c) All the illustrations and revisional problems have been 

suitably amended in order to make them conform to 
the amended income-tax law ; and 

(d) The law relating to wealth tax, expenditure tax and gift 

tax has been explained in greater detail, and a number 
of practical illustrations with their solutions have been 
added 

It is confidently hoped that this edition will prove still more 
useful to examination candidates, for whom the book is principally 
intended 

Although every effort has been made to secure complete 
accuracy in the preparation and printing of this edition, the authors 
can scarcely hope that it will find its way into the readers’ hands 
without at least some errors still remaining. 

Western Kutchery Road, 

Meerut : 

15th June 1961. 

PREFACE TO TENTH EDITION 

The book is essentially a text-book for students. It is intended 
primarily for those who are preparing for any advanced examination 
in income-tax and account, such as, 

(a) Income-Tax Departmental Examination. 

(b) CHiTtered Accountants Final Examination, and 

(cj University M. Com. and LL. B. Examinations. 


R. R. G. 
V. S. G. 
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The book will also prove equally useful to young income-tax 
practitioners and others who want to acquire an advanced knowledge 
of the subject. 


It was in January 1941 that this book was first published under 
the title “Income-Tax for Accountancy Students”. Students through¬ 
out India have found the book so useful that it has already gone 
through nine editions and a new edition has been called for each year 
since 1946. The fact that a new edition is issued annually makes it 
possible to keep the book up-to date, 

In preparing this edition the .whole book has been completely 
rewritten, and a good deal of new matter has been added. It is 
indeed a new book altogether. 

The chief merit of the book is its comprehensiveness coupled 
with conciseness. The law of income-tax ha^ become very intricate* 
partly owing to the frequent amendments introduced therein by 
Parliament and partly on account of the ever-increasing number of 
High Court decisions betring on the subjects. Every effort has been 
made to present this difficult branch of law in as lucid a manner as 
possible, introducing apposite illustrations wherever found necessary 
to aid the understanding of the text. 

The book has groun in size and complexity ; but a student who 
studies it intensively ought to be able to equip himself with a sound 
knowledge of income-tax law and to face any examination in the 
subject with the fullest confidence. 

It is my pleasant duty to acknowledge with deep gratitude the 
invaluable help that I have derived from a close study of “The 
Indian Income-Tax Law” by Kanga and Palkhivala. 


Nawalgarh 
3rd April 1952 


R. R. G. 


Note : Those who begin the study f incom-tax law for the first 
time may find this book somewhat difficult to follow. They are, 
therefore , advised first to read the authors f elementary book entitled 
“Elements of 1 tic o ne-Tax” (published by the same publishers) before 
taking up the study of this book. 



In loving memory of my son 

HAR SARAN 

who died on 8th October 1942 while in his nineteenth year. 


Rup Ram Gupta 
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“When a person acquires and holds wealth, he pays wealth tax* 
When he spends it, he pays expenditure tax. When he invests it dnd 
earns income, he pays income-tax. When he gives it away to anyone, 
he pays gifts tax . At death, estate duty becomes payable 

— Prof. Nicholas Kaldor 


CHAPTER 1 


INTRODUCTION 


The system of direct taxation is not new to India. There are 
references to direct taxes both in Manusmriti and Arthasastra. 
Before the advent of the British rule, apart from land revenue, 
there were different types of direct taxes in the different regions of 
India. But it was land revenue which dominated the scene. The 
British continued most of these levies for some time but gave them 
up progressively. For a period, with the exception of land revenue, 
there were no other direct taxes in the country. 

Income-tax was introduced for the first time in 1860, but it 
was only in 1886 that it became a permanent feature of the Indian 
tax system. The Act of 1886 continued until 1918 with a number of 
amendments, the important changes effected during the period being 
the introduction of the principle of graduation in income-tax in 1916 
and of super-tax in 1917. 

In 1918, a new Income-Tax Act was passed repealing all 
previous Acts. This Act remained in force up to 1922 when, owing 
to the reforms brought about by the Government of India Act, 1919, 
which made income-tax a Central subject, a new Act lAct XI of 1922) 
was passed. This Act has continued to be the basis of the Indian 
income-tax system down to the present day, though it has been 
amended considerably since 1922—notably by the Amendment Act 
of 1939. 

With the transfer of land revenue to the Provinces, income- 
tax was the only direct tax levied by the Central Government 
continuously until 1953 when estate duty was introduced. With the 
enactment of the Wealth Tax and Expenditure Tax Acts in 1957 and 
the Gift Tax Act in 1958, the present integrated structure of direct 
taxation came into being. 

At present, the direct taxes levied by the Central Government 
are all administered under separate statutes. Though the Acts 
differ fundamentally from each other as regards the base of tax, the 
rates of levy, etc., a good deal 6f uniformity in the procedures 
relating to matters like assessments, appeals and collections already 
exists. 
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The Income-Tax Act, 1922, applies to the whole of India. 
The sections mentioned in this book are the sections of this Act,, 
unless stated otherwise. 


DEFINITIONS 

Section 2 defines certain terms used in the Act, and the 
following are some of the important definitions. 

Agricultural Income. 

This is income derived from land (a) which is used for 
agricultural purposes and ( b) which is either assessed to land revenue 
in India or is subject to a local rate assessed and collected by officers 
of Government. Any income from land, if the land does not satisfy 
these two conditions, is not agncultural income. 

Agricultural income cannot be said to accrue to every person 
into whose hands the produce of the land passes. It is only the 
owner of the land, the tenant or the usufructuary mortgagee (i. e., 
mortgagee with possession) that has an interest in the land and 
that can be said to derive income from the land by the performance 
of agricultural operations on it. If a person buys a standing crop 
from another who has laised it on the land, harvests it, and sells it 
at a profit, the profit so made is not agricultural income. 

Agricultural income may be of five kinds, namely : (z) rent 

or revenue derived from such land, (n) income derived from such 
land by agriculture, (in) income derived from such land by the 
performance of a process ordinarily employed by a cultivator or a 
receiver of rent in kind to render the produce fit for the market, (zr) 
income derived from such land by sale of the produce by a culti¬ 
vator or a receiver of rent in kind, and (v) income derived from any 
building required for agricultural operations. 

(i) Rent or revenue derived front, land. Rent is a payment in 
money or in kind by one person to another in respect of the grant 
of a right to use land. Revenue means return, yield or income, and 
not land revenue. Aabwabs (illegal exactions from tenants) cannot 
be included in rent. Revenue can be said to be derived from land 
only if land is the immediate and effective source of the revenue and 
not the secondary and indirect source. Interest on arrears of rent 
payable in respect of land used for agricultural purposes is not 
agricultural income, because it is not derived from land. 

(zz) Income derived from agriculture. Agriculture means culti¬ 
vation of the soil for food products or any other useful growth of the 
field or garden. The word agriculture in its wide sense includes 
forestry. If a landlord grows o.n his own land trees and derives 
income therefrom, such income is agricultural income. But incomer 
from forest trees of spontaneous growth, the sale of wood, bark,, 
leaves, fruits and other forest produce or income from trees which 
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have grown wild in non-forest areas is not agricultural income. 
Unless there is some measure of cultivation the Idnd and $am& bpen- 
ditur? of labiur and skill upon it, the land cannot be said to be u&dfor 
agricultural purposes, 

In a forest where the trees are not planted by the assessee 
but are of spontaneous germination, subsequent operations for til $ 
conservation, growth and improvement of the Jforest trees would not 
constitute agricultural operations (35 I. T. R. 312)< 

Is the income arrived from a dairy agricultural income ? 
Where cattle are wholly stall-fed and not pastured upon land at all, 
it is undoubtedly a trade and no agricultural operation is being 
carried on. But where cattle are exclusively or mainly pastured, 
the income derived from the sale of their milk is agricultural income, 
but even in such a case, if the regularity with which the sales of milk 
are effected and the quantity of milk sold show that what the 
assessee carries on is a regular business of producing milk and 
selling it as a commercial proposition, the income is not agricultural 
income (29 L T. R. 529) 

Income from land used for the grazing of cattle required for 
agricultural purposes is agricultural income ; but income from land 
used for the grazing of cattle not required for agricultural purposes 
is not agricultural income. Other instances of agricultural purposes 
are the cultivation of tea buslie>, coffee, tobacco, cotton, sugarcane 
and rubber. The following incomes, not being derived from land 
used for agricultural purposes, are not agricultural income :— 

(a) Income from markets, ferries and fisheries. 

(b) Inco'me from supply of water for irrigation purposes. 

(c) Income from stone quarries. 

( d ) Income fiom mining royalties. 

(e) Income from the sale of earth for brick-making. 

(/) Remuneration received as manager of an agricultural farm, 

(g) Profits of salt produced by flooding the land with sea-water. 

(in) Income derived by the performance of agricultural process* 
This is income derived from land used for agricultural purposes by 
the performance of a process ordinarily employed by the cultivator 
to render the produce fit for the market. The pro;ess employed in 
curing coffee, fluecuring of tobacco or ginning of cotton is such a 
process. In the following cases the income is however partly agri¬ 
cultural and partly non-agricultural ; (a) Income derived from the 
sale of tea grown and manufactured by the s Her in India, and 
(6) Income of a sugar mill company owning its own agricultural farm 
and growing its own cane in India. 

(il>) Income derived from the sale of raw produce. Thri is- 
income derived from land used for agricultural purposes by the sale 
of produce in respect of which no process has been performed other 
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than a process ordinarily employed by a cultivator to render it fit for 
the market. Profits derived by a cultivator from the sale of produce 
raised by him are agricultural income even if he keeps a shop for 
the sale of such produce, provided no process has been performed in 
respect of the produce other than the process ordinarily employed to 
render it fit for the market. 

(i>) Income from buildings . Income from buildings is agricul¬ 
tural income if the following conditions are satisfied : (a) The 

building should be in the immediate vicinity of the agricultural land ; 
(b) It should be occupied by the cultivator or the recipient of the 
agricultural income ; (c The cultivator or recipient should, by 
reason of his connection with the land, require it as a dwelling house 
or as a store house. 

Assessee. 

An assessee means a person by whom income-tax or any other 
sum of money is payable under the Income-Tax Act, and includes 
every person in respect of whom any proceeding under the Act has 
been taken for the assessment of his income or of the loss sustained 
by him or of the amount of refund due to him. 

For example, the legal representative of a deceased person is 
an assessee for the purpose of assessment on the income of the 
deceased person. Similarly, a person, who is required to deduct 
income-tax from the income of another and who does not deduct it, 
is deemed to be an assessee in respect of the tax. 

Person* 

The word ‘person* includes a Hindu undivided family, a 
local authority, a company and an association of persons whether 
incorporated or not. A local authority means a municipal board, 
district board body of port commissioners or other authority entrusted 
with the control and management of a local fund. The word person 
has been held to include a minor or a person of unsound mind or 
a legal person such as a deity. 

Previous Year. 

As tax is payable by an assessee in respect of his total income 
of the previous year, this definition is very important. The provisions 
relating to previous year are :— 

(a) The previous year means the twelve months ending on 

31st March immediately preceding the financial year for 
which the assessment is to be made. The financial year 
begins on 1st April and is known as the assessment 
year, tax year or official year. 

(b) Where the accounts of an assessee are made up to a date 

within the said twelve months in respect of a year ending 
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on any date other than the 31st March, the assessee can 
adopt that accounting year as his previous year, e. g. T 
Diwali year, Dasehra year, Samvat year, and so on. 
The previous year in such cases is also spoken of as the 
accounting year or account year. 

(c) It means that the previous year in respect of a particular 

assessment year must end with or within the preceding 
financial year. 

( d) An assessee is allowed to have a separate previous year 

for each separate source of income, separate businesses 
being treated as separate sources of income for this 
purpose. Where an assessee has different previous years 
in respect of separate sources of income, the income of 
the varying previous years should be lumped together to 
arrive at the total income. Of course, the varying 
previous years must all end with or within the financial 
year next preceding the assessment year. 

(e) If a particular item of income represents a share of profits 

from a partnership, the previous year for that item will 
be the accounting year adopted by the firm. This will 
apply only when the firm itself has been assessed as a 
unit 

(/) In the case of a new business, the previous year is the 
period from the date of setting up of the business to 
31st March next following or, at the option of the 
assessee, to his accounting date. 

(g) Where the assessee has once adopted a particular accoun¬ 
ting year as his previous year in respect of a certain 
source of income, he cannot change it except with the 
consent of the Income-Tax Officer and on such condi¬ 
tions as the latter may impose. 

The Central Board of Revenue has authorised the 
Commissioners of Income-Tax to determine as the previous year in 
the case of any assessee 

(a) a commercial year which may consist of more or less than 

12 months, provided that no commercial year which 
extends to less than 11 months or more than 13 months 
in any one year shall be so determined, and 

(b ) a commercial year, terminating after the end of the 

previous financial year, provided that no commercial 
year terminating later than one month after the end of 
the previous financial year should be so determined. 

The Samvat year usually ends sometimes in April, and the 
above provision enables the Commissioner of Income-Tax to recog¬ 
nise the Samvat year as the previous year for a particular assessment 
year, even though it may end in April of that assessment year. It is 
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a departure from the general rule that the previous year for a 
particular assessment year must end with or within the preceding 
financial year. 

Previous Year for Newly-set up Business. Special provision is 
made in the case of a business, profession or vocationt newly set up in 
the financial year preceding the year for which the assessment is to be 
made. In such a case the previous year is the period from the date 
of setting up of the business to 31st March next following or, if the 
accounts of the assessee are made up to some other date than the 
31st March, then, at the option of the assessee, the period from the 
date of setting up of the business to this other date provided the 
accounting period does not exceed 12 months. If, however, this other 
date does not fall between setting up of the business and the next 
following 31st March, it will be deemed that there is no previous 
year. Thus, if a business is set up on 1st June 1960 and the first 
accounts are made up to 31st May 1961, the assessee can elect to 
have the year ended 31st May as his previous year, and in such 
circumstances there will be no previous year for the 1961-62 assess¬ 
ment year and the profits for the first accounting year ended on 31st 
May 1961 will be assessed in the 1962-63 assessment year. But 
this concession cannot be availed of by a new business 
whose first 12 months end in April. Thus, if the first 12 months 
of a new business end on 30th April 1961 and its first 
accounts are closed on that date, then, with the sanction of 
the Commissioner, the Income-Tax Officer will determine the year 
ended 30th April 1961 as the previous year for the assessment year 
1961-62. 

Previous Year for Undisclosed Income. Any income from un¬ 
disclosed sources can be taxed on the basis of the financial year being 
the previous year. The Department cannot, at its option, substitute 
for the financial year any other period for which the accounts might 
have been made up. A period different from the financial year 
could be a ‘previous year’ only if the assessee himself exercised the 
option in that behalf (39 I. T. R. 534). 

Exceptions. The following are the exceptions to the rule that tax 
is charged on the income of the previous year ; — 

(1) Under section 24A, where an assessee leaves India with 
no definite intention of returning, the Income-Tax Officer can assess 
in the same accounting year the income from the end of the last 
previous year to the probable date of the assessee’s departure from 
India. This power of the Income-Tax Officer is discretionary. In 
such a case only a week’s notice is given for filing a return. 

(2) Under section 25, when a business, which was not taxed 
under the Income-Tax Act of 1918, is discontinued, the profits of 
the period arising after the end of the last accounting year to the 
date of discontinuance may be assessed in the year of discontinuance 
itself in addition to the normal assessment on the income of the 
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previous year. This exceptional measure is intended to safeguard 
revenue against a possible loss owing to the delay in making the 
assessment. This is purely a discretionary power which the Income- 
Tax Officer will invoke when he fears that revenue may be lost by 
leaving the assessment to be made in the usual course during the 
next financial year. 

Persons discontinuing any business are in law bound to notify 
the Income-Tax Officer concerned within 15 days of such discon¬ 
tinuance. 

(3) Under sections 44A, 44B and 44C, the income of certain 
classes of shipping is assessed in the very year in which it is earned. 
These sections apply to a non-resident shipowner or charterer who 
fias no agent in India. 

In these cases the income of a year is assessed to tax in the 
same year. 

Taxable Territories. 

This expression is of vital importance. Accrual or receipt of 
income in the taxable territories determines the question of assess- 
ability of income. Further changeability vaiies with the residence 
■of the assessee, and the residence is defined with reference to the 
taxable territories. 

The various territories included in the expression ‘taxable 
territories’ as regards different periods are as follows 


(1) Any period before 15-8-1947 

(2) 15-8-1947 to 25-1-1950 

(3) 26-1-1950 to 31-3-1950 

<4) 1-4-1950 to 12-4-1950 

<5) 13-4-1950 to 12-4-1954 
(6) Any period after 12-4-1954 


British India, including Berar 

Provinces of India but excluding 
the merged territory of Cooch- 
Behar. 

Part A States (excluding the 
merged territory of Cooch- 
Behar) and Part O States (ex¬ 
cluding the States of Manipur, 

> Tripura and Vindhya Pradesh). 

I Whole of India excluding the 
I States of Jammu and Kashmir 
| and the Patiala and East Punjab 
States Union. 

Whole of India excluding the 
1 State of Jammu and Kashmir. 

I Whole India. 


However, for the purpose of determining the residence of an 
assessee, the expression 'taxable territories’ includes the whole of the 
territory of India as respects any period. 
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Briefly stated, the expression ‘taxable territories’ now means 
the whole territory of India, and in the following pages the word 
India is used for taxable territories. 

Earned Income. 

Section 2(6 AA) defines earned income. Certain kinds of 
income such as salary, business profits and professional earnings 
are earned through personal exertion. Other kinds of income such 
as income from property, interest on securities and dividends on 
shares are earned without any such exertion. Income earned by 
personal exertion is known as earned income, and in the system of 
taxation some relief is given to the tax-payer in respect of earned 
income by way of depreciation of the human machine. The defini- 
tion provides three categories of earned income. 

(1) Salaries. All salaries including pensions or other 
allowances for past services are earned income. In the case 
of a recognised provident fund, the employer’s contributions and 
interest on the provident fund account (if any) included in the total 
income of the employee as part of his salary, are treated as earned 
income. 


(2) Business Profits. The profits and gains of a business,, 
profession or vocation are earned income if the business, profession 
or vocation is carried on by the assessee himself Therefore the 
income received by an assessee from a business carried on by a trustee 
or a receiver is not earned income, as it is not immediately derived 
from personal exertion. In such cases profits arc earned by persons 
to whom they do not belong and they belong to individuals who da 
Jiot earn them. 

(3) Other Income. Income from “Other Sources'’ can be 
earned income only if it is attributable to the direct personal efforts 
of the assessee. The income must have been brought into being 
immediately by the personal exertion of the assessee and not by the 
exertion of an intermediate agency. Examples of earned income 
from other sources are director’s fees, royalty on books, under¬ 
writing commission, letting of machinery or plant on hire if the 
assessee exercises constant supervision, etc. 

Earned Income Relief. The earned income relief allowed ta 
an assessee is that a lower surcharge is imposed on earned income 
than that on unearned income, and this relief is available in respect of 
both income-tax and super-tax . 

According to the Finance Act, 1961, both income-tax and 
super-tax are first calculated on the total income at the basic rates, 
^nd then a surcharge is levied at the following rates :— 

(a) General surcharge consisting of a basic surcharge of 5% 
of the income-tax and super-tax on the total income and 
an additional surcharge of 10% of the income-tax and 
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super-tax on earned income in excess of Rs. 1,00,000 ; 
and 

(b) Special surcharge at 15% of the income-tax and super-tax 
on unearned income, such income being placed in the 
top brackets of the total income. 

The surcharge is levied only if the total income exceeds 
Rs. 15,000 in the case of Hindu undivided families entitled to the 
higher exemption limit and Rs. 7,500 in other cases. This limit is 
raised by the amount of dividends on equity shares included in the 
total income subject to a maximum of Rs. 1,500. 

Persons entitled to earned income relief. Earned income relief 
is admissible only where the asscssee is an individual, Hindu undivi¬ 
ded family, unregistered firm or other association of persons. The 
income of a company, a local authority or a registered firm can in 
no case be earned income. The reason for Ihe exclusion of com¬ 
panies and local authorities is that they are inanimate persons 
of personal exertion, while the reason for excluding a registered firm 
incapable is that in the case of such a firm the assessment is on the 
individual partners and not on the firm. 

In the case of a registered firm or a firm assessed under 
section 23(5t(b\ tax is not payable by the firm on its owfi behalf. 
Therefore earned inconfe relief is allowed to the partners by whom 
tax is payable and who are the asscssees, if they are actively engaged 
in the conduct of the business of the firm. Where a registered firm 
is assessed, under the second proviso to section 23(5)(a), in respect 
of the share of income of a non-resident partner, the earned income 
relief appropriate thereto will be admissible in determining the tax 
payable by the firm on behalf of the non-resident partner if he is 
activity engaged in the conduct of the business of the firm. 

An unregistered firm is entitled to earned income relief on the 
earned income included in its total income. However, if an unregis¬ 
tered firm is not liable to tax because its total income is below the 
taxable limit, the appropriate earned income relief in respect of his 
share of profits of the firm is admissible to any partner who is acti¬ 
vely engaged in the conduct of the business of the unregistered firm. 

When an individual is a partner in a firm (either a registered 
firm or an unregistered firm Which has not been taxed) and his wife 
and/or minor child are also partners in that firm, then the share of 
his wife or minor child is included in his total income under section 
I6(3)(a). In such a case, if the individual himself is actively 
engaged in the business of the firm, he is entitled to earned income 
relief not only on his share of profits but also on the share of 
his wife or minor child, even though the wife or minor child does 
not participate in the conduct or management of the business of the 
firm. On the other hand, if the individual himself does not parti¬ 
cipate in the conduct or management of the business of the firm, he 
is not entitled to any earned income relief on the firm’s profits 
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included in his total income.'even if the wife or minor child is an 
active partner in the firm (30 I.T.R. 670). 

An association of persons stands exactly on the same footing 
as an unregistered firm in the matter of earned income relief. 

The above provisions regarding the grant of earned income 
allowance apply equally to both residents and non-residents. 

Note. The definitions of other terms such as company, firm, 
Hindu undivided family, total income, total world income, etc., are 
explained in later chapters. 

The distinction between registered and unregistered firms is 
explained in a subsequent chapter dealing with the assessment of 
firms. 


INCOME TAX AUTHORITIES 

Sections 5 and 5A deal with income-tax authorities, both 
judicial and -executive. Judicial functions are exercised by (a) the 
Appellate Tribunal, ( b ) Commissioners of Income-tax, (c) Appellate 
Assistant Commissioners, and ( d ) Income-tax Officers ; while 
executive functions are performed by (a) the Central Board of 
Revenue, (6) Directors of Inspection, (c) Commissioners of Income- 
Tax, (d) Inspecting Assistant Commissioners, and ( f ) Income-Tax 
Officers. Thus Commissioners of Income-Tax and Income-Tax 
Officers exercise both judicial and executive functions. 

The various authorities entrusted with the work of administer¬ 
ing the law of income-tax in India are ;— 

(1) Central Board of Revenue. This is the highest executive 
authority constituted by the Central Bflard of Revenue Act of 1924. 
‘Its powers of administration, supervision and control extend over 
the whole department. It has power to make rules and to issue 
orders, instructions and directions to all officers employed in the 
administration of income-tax law ; but it cannot interfere with the 
discretion of Appellate Assistant Commissioners in the exercise of 
their appellate functions. 

This Board consists of a few members, one of whom is in 
charge of income tax for the whole of India. It is on his recommen¬ 
dation that the Central Government makes the appointment of 
Commissioners of Income-Tax, Assistant Commissioners and 
Income-tax Officers. 

(2) Directors of Inspection. These officers were working 
even before 1953, though the Income-Tax Act of 1922 did not 
specifically contemplate such officers. The Amendment Act of 1953 
has given them a statutory status by defining the expression in 
section 2 and including them in the list of income-tax authorities 
in section 5. 

The Centra] Government may appoint as many Directors of 
Inspection as it thinks fit, and they have to perform such functions of 
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any other income-tax authority as may be assigned to them subject 
to the control of the Central Board of Revenue. They may issue such 
instructions as they think fit for the guidance of Income-Tax Officers 
subordinate to them in the matter of any assessment ; and for 
purposes of inquiries under the Act they have all the powers of 
Income-Tax Officers in relation to making inquiries. 

The expression “Directors of Inspection” includes also per¬ 
sons appointed, as Additional Directors, Deputy Directors or Assistant 
Directors of Inspection. 

(3) Commissioners of Income-tax. Commissioners of Income- 
Tax are appointed by the Central Government. A Commisssioner is 
appointed to head the income-tax administration of a specified area. 
A Commissioner may also be appointed as Commissioner (Central) 
without any territorial jurisdiction to deal with any case or class of 
case assigned to him by the Central Board of Revenue. The result 
^s that there may be two Commissioners functioning in the same 
iplace, i. e„, the local Commissioner of Inconic-Tax and the Commis¬ 
sioner of Income-Tax (Central). The Commissioners of Income-Tax 
{Central) cannot exceed three. 

The powers and functions of the Commissioner are laid down 
in the Act. The Inspecting Assistant Commissioners and Income- 
Tax Officers are subordinate to and under the control of the Commis¬ 
sioner, while the Appellate Assistant Commissioners are subordinate 
to the Commissioner but under' the dirpet control of the Central 
Board of Revenue. The important powers of the Commissioner are:- 

(а) Under section 33(2), he can direct the Income-Tax Officer 

to appeal to the Appellate Tribunal against an order 
passed by an Appellate Assistant Commissioner. 

(б) Under section 33A, he can revise any order (prejudicial 

to an assessee) passed by any authority subordinate tp 
him. 

(c) Under section 33B, he can revise any order (prejudicial to 

Revenue) passed by any Income-lax Officer. 

(d) Under section 66, he can ask for a reference to the High 
Court from an order of the Appellate Tribunal. 

(4) Appellate Assistant Commissioners. The functions of an 
Appellate Assistant Commisdoner are enumerated in sections 28, 30, 
31, 35, 37. 38 and 39. An appeal lies to the Appellate Assistant 
Commissioner against an order of the Income-Tax Officer, and a 
second appeal lies against the order of the Appellate Assistant 
Commissioner to the Appellate Tribunal. 

Appellate Assistant Commsssioners are under the direct control 
of the Central Board of Revenue, but their discretion in the exercise 
of their appellate functions cannot be interfered with by the Central 
Board of Revenue. 
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(5) Inspecting Assistant Commissioners. Inspecting Assisatnt 
Commissioners, who are appointed by the Central Government, are 
directly under the control of the Commissioners, and they perform 
their functions in respect of such persons or of such incomes or of 
such areas as the Commissioner directs. The Inspecting Assistant 
Commissioner may also be directed to exercise the powers of the 
Income-Tax Officer in respect of any specified case or class of cases. 

The following are the statutory functions which an Inspecting 
Assistant Commissioner performs within his jurisdiction ;— 

(1) Under section 5(5), to exercise the powers of an Income- 
Tax Officer in respect of any specified cases or classes of cases when 
an order to this effect has been passed by the Commissioner. 

(2) Under section 5(7B), to issue such instructions as he 
thinks fit for th^. guidance of any Income-Tax Officer subordinate 
to him in the matter of any assessment, and to make inquiries in the 
discharge of his statutory functions. For the purpose of making 
inquiries, he has all the powers that an Income-Tax Officer has in 
relation to the making of inquiries. 

(3) Under section 10(5)(a), lo accord approval to the 
determination of the ‘actual cost’ in case of assets transferred 
from one person to an other. 

(4) Under the first proviso to section 12B(2)(h), to give 
approval to the fixation of fair market value of the capital asset on 
the date of sale, exchange, relinquishment or transfer. 

(5) Under the second proviso to section 17(l)(b), to accord 
approval to the Income-Tax Officer to allow a non-resident to- 
cxecrise his option, after the prescribed date, to be assessed on the 
basis of total world income. 

(6) Under section 23A(8), to accord approval to an 
order proposed to be passed by an Income-Tax Officer under 
section 23A (1). 

„ (7) Under section 28(6), to accord approval for levy of 

penalty on an assessee. 

(8) Under section 38, to call for all or any information 
specified in that section, c g., to require any firm or Hindu 
undivided family to furnish him with a return of the members of 
the firm or of the manager or adult male members of the family 
and of their addresses. 

(9) Under section 39, to inspect and, if necessary, to take 
copies of any register of members, debenture-holders, or mortgagees 
of any company. He can also authories someone else to do so. 

(10) Under section 53, to institute prosecutions of assessees 
for the offences mentioned in sections 51 and 5 2 and to compound 
the offences before or after the launching of prosecutions. 

(6) Income-Tax Officers. An Income-Tax Officer is the actual 
assessor. He initiates the assessment, calls for a return from assessees* 
within his jurisdiction and makes the assessment. His powers, 
duties and functions are set out in sections 12A, 18(3), 21, 23, 23A,. 
24A, 24B, 25, 25A, 26A, 27, 28, 29,34,35, 37, 38, 39 and 46. 
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An appeal lies to the Appellate Assistant Commissioner against the 
orders passed by him. When an Income-Tax Officer is promoted as 
Appellate Assistant Commissioner, he cannot hear appeals against 
his own orders as Income-Tax Officer which are dealt with by 
another Appellate Assistant Commissioner. 

(7) Inspectors of Income-Tax. Inspectors of Income-Tax are 
appointed by the Commissioners subject to the rules and orders of 
the Central Government. They shall perform such functions as are 
assigned to them by the Income-Tax Officer or other income-tax 
authority under whom they are appointed to work and are subordi¬ 
nate to such officer or authority. 

(8) Appellate Tribunal. Quite aloof from the general 
administration of the income-tax department is an appellate body 
called the “Appellate Tribunal”. The Tribunal is appointed by the 
Central Government, and it consists of as many members as the 
Central Government may think fit. The members are either judicial 
members or accountant members. A judicial member is ordinarily 
to be the President of the Tribunal. Each bench of the Tribunal 
consists of a judicial member and an accountant member, and each 
bench hears appeals in a different part of India. In the case of 
important appeals and also where the two members of a bench 
disagree between themselves, a bench of three members is formed by 
the President of the Tribunal. 

Appeals against the oiders of Appellate Assistant Commissio¬ 
ners lie to the Appellate Tribunal, whose order on questions of fact 
is final, and reference from its orders may go m points of law only to 
the High Court. The powers, duties and functions of the Appellate 
Tribunal are set out in sections 28, 33, 35, 37, 48 and 66. 
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TAX LIABILITY 


Income-Tax, as its very name implies should be a tax on income 
and not on capital receipts, but in India income-tax is levied not 
only on income but also on certain capital receipts. 

Section 2(6C) does not define income, but it widens the 
accepted meaning of the term so as to include in it the following 
receipts which cannot strictly be called income :— 

(i) Anything falling within the definition of dividend as given 
in section 2(6A). 

(h) The value of any perquisite or profit in lieu of salary 
taxable under section 7. 

(m) The value of any benefit or amenity provided free of cost 
or at a concessional rate to a director of a company or a 
person who is substantially interested in the company. 
A person is substantially interested in a company if he- 
is concerned in the management of that company or is a 
beneficial owner of shares (other than shares entitled to 
a fixed rate of dividend) carrying not less than 20 per 
cent of the voting power. 

Similarly any sum paid by the company in respect of any 
obligation, which but for such payment would have 
been payable by such a director or such other person as 
mentioned above. 

[iv) Any profit on the sale of discarded building, machinery 
or plant as provided in the second proviso to section 
10(2)(vii) ; any unclaimed balance and debts fore gone in 
cases where a deduction has been obtained by the 
taxpayer in an earlier assessment as a loss, expense or 
liability as provided in sections 10(2A) and 12 (5). 

(i>) Any compensation received by the managing agent or 
manager of an Indian company for the loss of his office,, 
as provided in section 10(5 A). 

(tii) Any capital gains chargeable under section 12B. 
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( vxx) The profits of any business of insurance carried on by 
a mutual association or by a co-operative society 
computed in accordance with rule 9 in the Schedule. 

The definition of income as given in section 2 (6C) is inclusive 
and not exhaustive. Income includes not only those things which 
this sub-section lays down but also such things as the word signifies 
according to its natural meanb g. The object of the Act is to tax 
income, which is difficult to define in precise terms. It is a word 
of the broadest connotation. With regard to income that is liable 
to tax, guidance is to be sought from judicial pronouncements, which 
in their turn are largely based on commercial usage. 

Income connotes a periodical monetary return coming in with 
some sort of regularity or expected regularity from definite sources. 
The source need not necessarily be one which is expected to be 
continuously productive, but it must be one whose object is the 
production of a definite return excluding anything in the nature of 
a mere windfall Such sources are classified in the Act as employ¬ 
ment, investments, house property, business and other sources. 
If there is no source t” tvhich a particular receipt can be attributed , 
then such receipt is not income liable to tat. For instance, the profit 
resulting from an isolated transaction of purchase and sale, which 
is not in the nature of trade, is not income liable to tax, because it 
has no source. Income has therefore been likened to the fruit of a 
tree or the crop of a field. 

Income is not necessarily a recurrent return from a definite 
source. In fact, it may never recur at all and the source may never 
yield a return. Business is not necessarily the continuous exercise 
of an activity. An isolated adventure may constitute business. 

In sections 4 and 6 income is expanded into “income, profits 
and gains’’. The term income when contrasted with profits and 
gains means a periodical monetary return coming in independenity 
and not as the proceeds of a business. Profits, on the other hand, 
are the surplus by which the receipts from a business exceed the 
expenditure necessary for earning those receipts. Profits and gains 
mean the same thing. 

The following are the fundamental principles relating to 
income :— 

1. Income may accrue to an assessee without the actual receipt 
of the same. If the assessee acquires a right to receive the income, 
the income can be said to have acciued to him, though it may be 
received later. The basic conception is that he must have acquired 
a right to receive the income. There must be a debt owed to him by 
somebody. Unless and until there is created in favour of the 
assessee a debt due by somebody it cannot be said that he has 
acquired a right to receive the income or that income has accrued to 
him. 
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Illustrations 

(1) The S Company were the managing agents of the U Com¬ 
pany- Under the managing agency agreement, the S Company were 
entitled to receive as their remuneration, subject to a minimum, a 
commission of certain p^r cent per annum on the annual net profits 
of the U Company which was due to them on the 31st March every 
year- On 31st December 1943, the S Company assigned to A their 
office as managing agents and all their rights and benefits under the 
managing agency agreement. The account of the managing agency 
commission payable to the managing agents for the calendar year 
1943 was made up in 1944 and paid to A in 1944. The question 
was whether in the assessment year 1944-45 A was liable to pay tax 
on the accrual basis on the whole of the commission or whether the 
tax was payable by A and the S Company on proper apportionment 
being made between them of the amount received by A- 

It was held by the Supreme Court, reversing the decision of 
the Bombay High Court, that in the circumstances of the case the 
managing agency commission was not liable to apportionment 
between the S Company and A in the proportion of the services 
rendered as managing agent by each one of them, but A was liable 
to pay tax on the whole commission- The contract of service between 
the U Company and the managing agents was entire and indivisible 
The commission became due by U Company to the managing agent 
only on completion of a definite period ol service and at stated 
periods and it was a condition precedent to the recovery of any wages 
or salary in respect thereof that the service or duty should be com¬ 
pletely performed- Such remuneration constituted a debt only at 
the end of each such period of service and no remuneration or com¬ 
mission was payable to the managing agents for broken periods- 
The right to receive commission would arise and the income would 
accrue to the managing agent only at the end of the calendar year 
which was the terminus a quo for the making up of the accounts and 
ascertaining the net profits earned by the company (26 I. T. R. 27). 

(2) Under the partnership deed dated 14th April 1943, a father 
carried on a business in partnership with his sons, some of whom 
were minors and were only admitted to the benefit of partnership- 
One of the minors attained majority on 22nd August 1950, and, as he 
elected to continue as a partner, a fresh nartnership deed was execu¬ 
ted on 28th August 1950. Under both partnership deed? accouiitswere 
to be taken and the profit or loss ascertained on the Divali day of 
each year- The minor son who attained majority jdied on 31st August 
1950- The share of the deceased son in the profits as ascertained on 
31st August 1950, when the partnership was dissolved, was Rs- 
2,64,450. The proportionate profits on this' basis up to 22nd 
August 1950. when the son attained majority, were Rs, 2,49,459, and 
the income-tax authorities included this amount of Rs-2,49,42 1 * in the 
assessment of the father under section 16(3) 011 the ground that this 
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amount was the income of a minor child of the assessee which arose 
from the admission of that minor to the benefits of partnership. 

It was held by the Bombay High Court that, as the minor 
son had elected to remain a partner after attaining majority and 
the partnership continued, and under the terms of the partnership 
profit or loss was to be ascertained only on the Divali of each year 
and it was impossible to predicate whether the partnership had made 
any profit or loss on any date prior to the date of the Divali in any 
year* the deceased son had not acquired any right to receive the sum 
of Rs. 2,49,459 from the partnership at any time during the account¬ 
ing year. The said amount could not be treated as income which 
arose to him directly or indirectly within the meaning of section 
16(3) in the accounting year, and could not therefore be included 
in the assessment of the father- 

Though income may accrue or arise to an assessee before he 
actually receives it, income cannot accrue or arise to him until he 
acquires a right to receive the same ; and unless and until there is 
created in favour of the assessee a debit due by somebody, it cannot 
be said that he has acquired a right to receive the income (28 LT.R. 
919). The following passage from this judgment is interesting :— 

"The Advocate-General says that section 16 is based on a 
fiction. It undoubtedly is, but the fiction is that the income of the 
minor child becomes the income of his father- But the Advocate- 
General wants to add a second fiction to the fiction already 
embodied in section 16(3) and the second fiction is that although a 
certain amount is not the income of the minor, still you must look 
upon it as his income and make the lather pay tax on that income- 
We refuse to countenance the attempt on the part of the department 
to add a second fiction to the fiction contained in section 16(3) which 
is sufficiently burdensome upon the assessee who happens to be the 
father-” 

N- B.—If on attaining majority the minor elects not to be a 
partner,.he severs all his connection with the paitneiship and he 
becomes entitled to whatevei amount is due to him at the date when 
he makes election not to b 'com 1 a partner- In such a case there is 
a bruik in the partnership and accounts have io be made up as on 
a particular date, because the minor who hdi become a major has 
the right to claim a specific amount as due to him on a parcicular 
date. » 

2. The taint of illegality associated with income is immaterial 
for the purpose of taxation. It is absurd to suppose that honest 
gains are charged to tax and dishonest gains escape. The income- 
tax law is not restricted in its application to lawfuhbusiness only. 
A thief who carries on the business of committing thefts is as liable 
to tax &s an honest business man, and he may iiv addition be 
prosecuted for the offence. 

7 
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3. Income is taxable notwithstanding that there is a rivafi 
claim to the source of the income. The mere existence of a dispute 
as to title, even where a suit has been filed, cannot of itself hold up 
an assessment. 

4. There is no distinction for income-tax purposes between 
temporary and permanent income. Everything in the nature of 
income is taxable whether temporary or permanent, steady or 
fluctuating, precarious or secure. 

5. Income may be realised in the form of money or money’s 
worth. The receipt of the equivalent of cash would be the receipt of" 
income. 

6. The receipt of a lump sum may be income. Sums received 
under a consequential loss policy by the assessee, who has insured 
against loss of profits consequent on fire, is income liable to tax. 
Remuneration, which is income when paid over a number of years, 
would be income even though paid once and for all in a lump sum. 

7. Mere relief from expenditure is not income. A person is 
chargeable to tax on what goes into his pocket and not on what he 
saves. In a suit by the debenture-holders, the assets of a company 
were sold for a sum much below the amount due by the company 
under the debentures. The commission of the auctioneer at the 
court sale would have been 5 per cent, but the court relieved the 
debenture-holdess of the payment of this commission by allowing 
one of them to act as the auctioneer. The relief from the auctioneer’s 
commission cannot be the income of the person who acted as the 
auctioneer. 

8. The nature of a receipt for income-tax purposes is fixed once 
and for all when it is received, and a receipt, which at the time of 
its receipt was not income, cannot be made income by a subsequent 
operation. Thus, if a firm receives an advance from a customer,, 
the advance remains unclaimed for a number of years, and finally it 
is appropriated to the credit of the firm’s capital account, then such 
credit in the capital account is not income, because when the money 
was originally received from the customer it was not received as- 
income. 

9. Where the transfer of income is in pursuance of a legally 
enforceable obligation of the taxpayer, there is a diversion of income~ 
Income may have to be diverted by a decree of the court, or under 
the provisions of a will, or under any other legal obligation. In the 
case of a diversion of income, the income diverted is not regarded 
as the income of the transferor. 

Where the transfer of income arises out of a voluntary act on 
the part of the taxpayer, there is an application of income , and the 
fact that he created a binding obligation on himself to make the 
payment i* held insufficient^^ its character as the transferor’s- 
income. Where a map ^grants art allowance to his wife, child or 
.aged parent, whom h$ As under a personal obligation to maintain. 
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it is merely a case of application of income (6 I. T. R. 206). If a 
person applies his income in a particular way, it remains his income. 

10. The general principle of law, as is now well settled, is 
that when any payment is received in part, it should first go towards 
the payment of costs due, then interest and the balance, if any, 
towards the payment of principal. In the absence of any appropria¬ 
tion by either party there is no reason why this principle should not 
be applied. For example, assume that A owes B Rs. 10,000 for the 
principal amount lent, Rs. 1,000 for interest and Rs. 500 for costs, 
that A pays B Rs. 4,500 and that there are no circumstances 
indicating to which item of the dues the sum of Rs. 4.500 is to be 
appropriated. Therefore the sum of Rs. 4,500 should be first applied 
to the payment of costs (Rs.500), Rs. 1,000 towards interest and 
Rs. 3,000 towards the principal. Hence Rs. 1,000 is income of B 
which is liable to tax. 

11. Income must come from outside. A surplus accruing 
to a mutual concern cannnot be regarded as income liable to tax. 
A body of persons contributing to a common fund in pursuance of 
a scheme for their mutual benefit, having no dealing or relation 
with,any outsiders, cannot be said to have made a profit when they 
find that they have overcharged themselves and that some portion 
of their contributions may be safely refunded. Where the contri¬ 
butors are to receive back a part of their own contributions, the 
complete identity between the contributors and recipients negatives 
the idea of any profit, for no man can make a profit out of himself. 
The fact that a mutual association is incorporated as a company 
would tut affect its mutual character, for incorporation does not 
destroy the complete identity between the contributors and the 
participators. 

A mutual concern may carry on mutual activities resulting in 
a non-taxable surplus and also non-mutual activities resulting in 
taxable profits. Thus, in the case of a members’ club, any surplus 
accruing from subscriptions and charges for various conveniences 
paid by members is not income or profit at all, nor can a social 
club be deemed to trade as far as dealings with its own members 
are concerned. But a club is taxable on the profit derived from 
subscriptions and charges paid by non-members as well as on the 
income derived from its capital assets. Similarly in the case of a 
mutual benefit society, even if it is a limited company, the income 
earned by it by way of interest from its members on loans and over¬ 
due subscriptions is not profit liable to tax, but interest derived from 
investments with banks is assessable. 

The general principle that the mutual activities of a mutual 
concern do not yield a taxable surplus is, however, subject to two 
exceptions, namely : 

(i) Although the surplus accruing to a mutual insurance 
company or association or a co-operative insurance 
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society is not income in the true sense of the term, yet 
it has been made liable to tax by section 2 (6C). 

00 Section 10 ( 6 ) enacts that a trade, professional or similar 
association (e. g., a chamber of commerce) performing 
specific services for its members for remuneration defi¬ 
nitely related to those services shall be deemed to carry 
on business in respect of those services, and the profits 
therefrom shall be liable to tax. The object of this 
provision is to charge as profit the surplus arising from 
specific services rendered to members by a mutual trade, 
professional or similar association which would not 
otherwise be liable to tax. But any surplus arising to 
such an association in other ways e. g., from entrance 
fees and subscriptions of members would be outside 
the scope of section 10(6) and would be non-taxable 
on the general principle enunciated above. 

12. The distinction between capital and income is of vital 
importance for income-tax purposes, because, tax is levied on 
income and not on capital. This subject is discussed in detail in 
the next chapter. 

Tax Liability 

Sections 3 and 4 are the charging sections. Section 3 lays 
down the incidence of the charge of income-tax, namely : 

(a) Income-tax is to be charged at the rate fixed for the year 

by the annual Finance Act. 

(b) The charge is to be on every individual, Hindu undivided 

family, company, local authority, firm itself or partners 
of the firm individually, and other association of persons 
or the members of the association individually. 

i ( c ) The tax is to be charged on the assessee’s total income of 
the previous year computed in accordance with the 
provisions of the Act. 

The Income-tax Act is a permanent enactment, but there is no 
liability to tax until the annual Finance Act is passed. However, 
section 7B provides that if on 1st April in any year the new Finance 
Act has not been passed, the provisions in force in the preceding 
year or the provisions proposed in the Finance Bill then before the 
legislature, whichever is more favourable to the assessee, shall apply 
until the Finance Act becomes effective. 

The subject of charge is the income of the previous year and 
not the income of the assessment year. Since tax is levied on the 
actual income of the previous year, the facts must be taken as they 
existed'during the previous year. Though the subject of the charge 
is the income of the previous year, the law to be applied is that in force 
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for the assessment year, and not that which was in force during the year 
the income of which is under assessment. 

Section 3 charges every person in respect of his total income, 
while section 4 defines the extent of total income. The definition 
of total income in section 4 1) is “subject to the provisions of this 
Act”. The result is that while income cannot be taxed unless it falls 
within section 4(1), it is not necessarily to be taxed because it falls 
within this sub-section. In other words, while no other section can 
operate to tax income which is not taxable under this sub-section, 
any other section may operate to save from taxation income which 
is within the purview of this sub-section. 

Residence of Asses sees 

The tax liability of a person is determined by reference to his 
residence m the previous year, and with regard to residence the 
assessees are divided into three classes, namely : 

(i) Persons not resident in India ; 

(u) Persons resident but not ordinarily resident in India ; 
and 

(ui) Persons resident and ordinarily resident in India. 

Each of these three classes is chargeable to tax on a different 
basis, and these classes are defined according to rules contained in 
sections 4A and 4B. To determine the residence of a person under 
sections 4A and 4B, the old Indian States are treated as part of 
India at all times, that is, before as well as after 31st March 1949. 
The residence of an assessee is determined according to the follow* 
ing rules :— 

individuals : 

An individual is resident in India in a particular previous 
year if 

(i) he is in India in that year for a period or periods totalling 
not less than 182 days; or 

(n) he maintains a dwelling place in India for period or 
periods in that year not being less than 182 days 
provided he has himself been present in India for at 
least one day in that year ; or 

(ui) he has been in India (a) for at least 365 days in the four 
years preceding that year, and (b) for even one day in 
that year otherwise than on an occasional or casual 
visit ; or 

(iv) he has been in India in that year and the Income-Tax 
Officer is satisfied that he has arrived there with the 
intention of remaining for at least three years from the 
date of his arrival in India. 
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If an individual does not satisfy any of these four conditions, 
he is a non-resident ; but if he is resident by reason of any of these 
conditions applying to him, he is classed as a resident not ordinarily 
resident. To be resident and ordinarily resident he must satisfy both 
of the following two further conditions :— 

(i) That he has been resident under the above rules for at 
least nine out of the ten years preceding that year ; 
and 

(ii) That he has been in India for periods amounting in all 
to more than two years during the seven years prece¬ 
ding that year. 

In order to decide whether an individual maintains a dwelling 
place in India, the vital fact to determine is not ownership of the 
property, but the right of the assessee to reside in a building which 
is ready and fit for his occupation and which is intended to be used 
by him as his home. The building or a portion of the building must 
be available to him and must be at his disposal and he must be in 
a position to go and occupy it without the permission or leave of 
anyone else. 

The period of 182 or 365 days referred to above need not be 
continuous, nor is it essential that the stay should be at the same 
place. A resident may pass from place to place or from house to 
house or from hotel to hotel. The dwelling place need not be one's 
own house. It may be a rented building or rooms in a hotel or a 
friend’s place. The words “occasional or casual visits” mean visits 
which are not regular, which take place at uncertain intervals and not 
for a specific or certain object connected with the assessee's regular 
plan of life. A casual visit means more or less a chance visit or an 
accidental or unforeseen visit The word“occasional” implies that 
there is no regularity behind it. A person who visits a place during 
summer every year is not a casual visitor. If the visit is in connec¬ 
tion with an occasion such as marriage or illness of a friend, it would 
be an occasional visit. 


Illustrations 

(1) A person after about 25 years’ stay in India retired to 
England in April 1958 and returned to India in hebruary 1961 to 
take up a salaried appointment- 

In the year ended 31st March 1961 he was not here for 182 
days nor did he have a house here, but during the four years prece¬ 
ding 1960-61 he was here for more than 365 days and he did not 
come back on a casual visit- He is therefore resident for 1960-61. 

Again, he is resident for nine out of the ten years preceding 
1960-61 and he was here for more than two years during the seven 
years preceding 1960-61. He is therefore resident and ordinarily 
resident for 1960-61. 
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(2) With reference to the above illustration, suppose he 
retired to England in March 1958 instead of in April 1958, other 
facts being the same- Then for 1960-1961 he would be resident but 
not ordinarily resident, because he is not resident for nine out of 
■the ten preceding years- 

(3) A Punjabi merchant, trading in Iran, has no ancestral 
liome in India but he visits India for about two months every two 
or three years. He is a non-resident. 

(4) An individual, trading in Africa, maintains an ancestral 
home in India which he regularly visits for about two months each 
year* He is resident but not ordinarily resident, because 
■during the preceding seven years he has not been in India for more 
than two years- 

(5) A European manager of a Calcutta jute mill first came to 
India 15 years ago, and he spent 15 months’ leave (from March 1958 
-to May 1959) in Switzerland. Then for the year 1960-61 he is 
resident and ordinarily resident. 

(6) An American came to India six years ago, and three years 
ago he went to America on leave for four months. He is resident 
*but not ordinarily resident, because he has not been resident, for 
nine out of the ten preceding years. 

(7) An assessee’s father had four sons including the assessee. 
The assessee went to East Africa in 1933- The assessee’s father and 
his other three sons lived in India. The father had four houses and 
in 1944 he made a gift of these four houses, one to each of his four 
sons, and as the father had no house and the assessee was in East 
Africa, the father lived in the house gifted to the assessee. On 17th 
April 1948, the assessee’s wife came to India with her children and 
.resided up to 14th February 1949 in the assessee's house with her 
father-in-law. The assessee himself came to India on 3rd September 
1948 and stayed in this house for about tour months* The income* 
tax authorities held on these facts that for the assessment year 
1949-50 the assessee had maintained, or had maintained for him, a 
■dwelling place in India for more than 182 days, and was therefore a 
resident in India. 

As there was nothing to show that the assessee had set apart 
any portion of the house as his dwelling place in the event of his 
■coming over to India but, on the other hand, had allowed his father 
to use the house as his own dwelling place, and there was also 
nothing to show that the father had maintained the house or any part 
of it as a dwelling place for his son, the assessee had not maintained 
or maintained for him the house gifted to him as a dwelling place in 
India, it was held that he was not a resident in India (31 I. T. R, 
7 71). 

N . B .—In order to determine the residence of an individual for 
.any year, his comings and goings for the preceding ten years must be 
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known- If hi is non-resid *nt for two years ho cannot be resident 
and ordinarily resident* 

Hindu Undivided Families : 

The residence of a Hindu undivided family is made to depends 
upon the place of control and management of its affairs. It is- 
resident in India if any portion of the control and management of its 
affairs is situated there. It is only when the control ahd manage¬ 
ment of its affairs is situated wholly outside India that it is regarded 
as non-resident. 

The view that control and management means de facto controli 
and management and not merely the right or power to control and 
manage, has been confirmed by the Supreme Court (34 I. T. R. 1). 

The expression “control and management” signifies the contro¬ 
lling and directive power, the “head and brain” as it is sometimes- 
called, and “situated” implies the functioning of such power at a 
particular place with some degree of permanence, while “wholly” 
would seem to recognise the possibility of the seat of such power 
being divided between two distinct and separate places. If the seat 
of control and management is in more than one place, at least one of 
which is in India, then the control and management of the affairs 
would not be wholly without India and the family would be treated 
as resident. But an isolated or casual act of management and 
control exercised in India by a karta who lives abroad is not suffi¬ 
cient to make the family resident. 

The expression “control and managment” implies continuous- 
looking after the affairs of the family with some degree of perma¬ 
nence and stability. It does not mean occasional looking after the 
affairs of the family. 

The absence of the karta from India throughout the year does 
not by itself lead to the conclusion that the family is non-resident in 
that year, since the business of the family, though it is normally 
controlled by the karta, may at a particular point of time be- 
controlled by someone else (34 I.T.R . 88). 

If a Hindu undivided family contends that it is not resident in 
India, it must prove that the control is wholly outside India. The 
onus of proof lies on the family. 

A Hindu undivided family is deemed to be ordinarily resident 
in India if its karta is ordinarily resident there. While computing 
the ordinary residence of a Hindu undivided family, the period or 
periods of stay of any previous manager or managers should also be 
taken into account in the computation of the nine years’ or two* 
years’ period. 

Firms and Other Association of Persons : 

A firm or other association of persons is resident in India if' 
any portion of the control and management of its affairs is situated* 
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there. It is only when the control and the management of its affairs 
is situated wholly outside India that it is regarded as non-resident. 
The residence of partners is immaterial for the purpose of determin¬ 
ning the residence of the firm, except in so far as such residence 
affects the control and management of the affairs of the firm. 

A firm or other association of persons is ordinarily resident 
in India if it is resident there. 

Companies : 

A company is resident in India in any year if (a) it is an 
Indian company, or (b) the control and management of its affairs 
is situated wholly in India in that year. A company is ordinarily 
resident in India if it is resident there. 

Companies incorporated outside India will be resident in India 
only if the control and management of their affairs is wholly in 
India. At the same time, all companies incorporated in India are to 
be treated as resident companies even if in some cases the control' 
and management is shifted outside India. 

The control and management of a company is situated at the 
place where the directors meet to do the business of the company* 
receive reports, decide the policy of the company, declare dividends* 
and so on. 


Illustration 

What will be the residential status of the following persons- 
for the assessment ytar 1961-62 ? 

(a) X came to India for the first time from the U. S. A, on 

30th June 1954. He stayed here at a Stretch for 3 years 
and left for Japan on 1st June 1957. He returned to 
India on 1st April 1958 and remained in India tiil 31st 
July 1959 when he went back to the U- S. A. He again 
came to India taking an employment with an American 
concern on 31st January 1961. 

(b) Y, an individual, a resident of Agra, left India for England 

for higher studies on 1st August 1957. He, however, 
maintained a dwelling place for him at Agra throughout 
the period when he was abroad. During the winter 
vacation, lie came to India twice, once on 20th December 
1958 and again on 20lh December 1961 and stayed at the 
dwelling place maintained at Agfa. During the year ended 
31st March 1961, he did not come to India at all. 

(c) Z Ltd. is an Indian company carrying on business in India 

as well as in Iran- The control and management of its 
affairs was wholly situated in India during the year ended 
31st March 1961- Its income arising in Iran in that year 
far exceeded its income arising in India* 
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Regarding (b) above, what difference would it make if Y 
had been in India during the year ended 31st March 1961 on a 
•casual visit, say, for a week ? 


(a) X is resident but not ordinarily resident in India for the 
assessment year 1961-62, because he had been in India, otherwise 
than on a casual visit, in February and March 1961 and he had been 
in India for a total period of 365 days or more during the four 
years (1956-57 to 1959-60) preceding the previous year ended 31st 
March 1961. 

(b) Y maintained a dwelling house for him in India for the 
whole previous year ended 31st March 1961, but he did not come to 
India for any period during that year* Therefore he is non-resident 
for the assessment year 1961-62. 

(c) Z Ltd. is resident and ordinarily resident in India for the 
assessment year 1961-62, because it is an Indian company. Its control 
and management may or may not be in India. The fact that is 
Iranian income is greater than its Irdian income is also immaterial* 

Regarding (b) above, if Y were in India during the year ended 
31st March 1961 on a casual visit, say, for a week, it would make a 
lot of difference in his residential status for the assessment year 
1961-62. In that case he would be resident ordinarily resident 
in India, because he is resident in India in 9 out of the 10 years 
preceding the p evious year ended 31st March 1961, and he has 
been in India during the seven years (1953-54 to 59-60) preceding the 
previous year (1960—61) for a total period exceeding two years- 

Changing Residence. The residential status of an assessee is 
determined by reference to the previous year. It may therefore 
change from year to year. In one year he may be a resident 
and in another a non-resident. As already stated in the first 
chapter, an assessee is entitled to have separate previous years in 
respect of different sources of income. Therefore the residential 
qualification of an assessee for one and the same assessment year 
may vary with reference to his several sources of income. 

For example, the previous year of an assessee may be the year 
ended 30th September for his cotton-ginning business and the 
calendar year for his money-lending business, both businesses being 
in India. If he came for the first time to India on 1st June 1960 
and went back to his home in Nepal on 31st January 1961, then 
for the 1961-62 assessment year he is a non-resident for his cotton- 
binning business and a resident not ordinarily resident for his money- 
lending business. 

Note : The definition of ordinary residence (as explained 
above) makes it clear that only an individual and a Hindu undivi- 
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dcd family can be resident but not ordinarily resident. A company, 
firm or other association of persDns is necessarily “ordinarily resi¬ 
dent” if it is resident. 


Incidence of Tax 

Persons resident and ordinarily resident. Such persons are 
charged on ; 

(1) Income received or deemed to be received in India in the 

previous year, the place of its accrual being immaterial ; 

(2) Income accruing or arising or deemed to accrue or arise 

in India in the previous year, the place of its receipt 
being immaterial; 

(3) Income accruing or arising outside India in the previous 

year and brought into India in the course of the year of 
its accrual ; 

•(4) Income accruing or arising outside India (though not 
brought into India) in the previous year ; and 

<5) Amounts brought into India in the previous year out of 
( untaxed income which accrued or arose outside India 

before the beginning of the previous year and after 1st 
April 1933 ; 

Provided that any such income accruing or arising in any 
of the merged territories or any of the old Part B States 
shall be deemed to be brought into India during the 
previous year, if it is brought into any part of India 
other than that merged territory or State. 

Persons resident but not ordinarily resident. Such persons are 
charged on : 

(1) Income received or deemed to be received in India in the 

previous year, the place of its accrual being immaterial ; 

(2) Income accruing or arising or deemed to accrue or arise 

in India in the previous year, the place of its receipt 
being immaterial ; 

(3) Income accruing or arising outside India in the previous 

year and brought into India in the course of the year of 
its accrual ; 

(4) Income accruing or arising outside India (though not 

brought into India) in the previous year, if it is derived 
from a business controlled in or a profession set up in 
India ; and 

{5) Amounts brought in India in the previous year out of 
untaxed income which accrued or arose outside India 
before the beginning of the previous year and after 1st 
April 1933; 
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Provided that any such income accruing or arising in any 
of the merged territories or any of the old Part B States 
shall be deemed to be brought into India during the 
previous year, if it is brought into any part of India 
other than that merged territory or State. 

The item No. (5) above means that all residents (whether 
ordinarily resident or rlbt) are Tiabl'e to pay tax on any amounts- 
brought into India out of the untaxed past foreign income arising 
after 1st April 1933. This is an exception to the general rule that 
in any assessment year only the income of the previous year is taxed. 
Here the income is not that of the previous year but of any past 
years prior to the previous year. 

Before the assessment year 1959-60, income which accrued or 
arqse outside India but was not remitted to India in the same year 
was exempt, in the case of residents, up to a maxmium of Rs. 4,500. 
Where the unremitted foreign income consisted of salary paid by 
Government, a local authority or a statutory corporation, this 
exemption was further limited to Rs. 1,000 for each month of service 
in respect of which the salary was received abroad. The exemption 
has now been completely withdrawn. 

It is clear from what has been stated above that persons who- 
are resident but not ordinarily resident are"chargeable in exactly the 
same manner as persons who, are resident and ordinarily resident 
with one special exemption . Persons who are resident but not ordina¬ 
rily resident are exempt from tax in respect of their unremitted 
foreign income unless it is derived from a business controlled in or 
a profession set up in India. The definition of ordinary residence 
in section 4B shows that only an individual and a Hindu undivided 
fimily can be resident but not ordinarily resident. A company, firm 
or other association of persons is necessarily ordinarily resident if it 
is resident. Therefore, the benefit of the special exemption can be 
availed of only by an individual or a Hindu undivided family. 

Persons not resident. Such persons are charged on : 

(1) Income received or deemed to be received in India in the 

previous year, the place of its accrual being immaterial ; 
and 

(2) Income accruing or arising or deemed to accrue or arise 

in India in the previous year, the place of its receipt 
being immaterial. 

The foreign income of a non-resident, even if it is remitted to 
India, does not attract tax. 

Summary : 

The tax liability of residents and non-residents in respect of 
incomes of several kinds may be summarised as follows :— 

(l) Income received in India (whether earned here or outside)* 
is taxable in the case of all assessees. 
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il) Income earned in India (whether received here or outside) 
is taxable in the case of all assessees. 

<3) Income earned and received outside India but brought 
into India in the same year, is taxable in the case of all 
residents. 

(4) Past untaxed foreign income arising after 1st April 1933 

if brought into India, is taxable in the year of its 
remittance in the case of all residents. 

(5) Income earned from any source outside India but not 

received in or brought into India is taxable in the case 
of residents who are ordinarily resident. 

(6) Income earned outside India from a business controlled 

from or a profession set up in India but not received in 
or brought into India is taxable in the case of residents 
who are not ordinarily resident. 

Some incomes are charged on accrual, some on receipt and 
some on remittance. When a particular income has once been taxsd, 
it cannot be taxed again either in the same year or in a subsequent 
year. For instance, income which is taxed on accrual cannot be 
taxed again on receipt or on remittance. 

The various types of income brought under charge may be 
classified as follows :— 

(a) Income received. Income received in India is chargeable 
in the hands of all assessees whether resident or not. Receipt of 
income in India attracts tax, irrespective of whether the income 
accrued or arose in India or outside. The receipt must be in the 
previous year. It may be by or on behalf of the assessee. 

Income may be received in the form of money or money's 
worth, in kind as well as in cash. A sum of money may be received 
by t(ie transfer of coins or currency notes or a negotiable instru¬ 
ment. What among businessmen might be equivalent to receipt of 
cash would be receipt for taxation purposes. Adjustment of cross 
claims, a settlement in account, an exchange effected by a book 
entry, or a set-off would be equivalent to an actual receipt of a sum 
of money although no money may pass. A company declared a 
dividend to a certain shareholder who owed a like amount to the 
company for goods supplied by the company to him. The company 
effected a settlement by cancelling the debt for the goods supplied 
^nd setting it against the dividend. The agreement was given effect 
to by both the parties making corresponding entries in their books. 
In such a case there is an actual receipt of the dividend by the share¬ 
holder and Concurrently an actual receipt by the company from the 
shareholder of the amount due for goods supplied. 

,Coastructive receipt of money is as good as actual receipt. 
Receipt by a jfianfc, pr any other agent of .the assessee would be a 
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constructive receipt. When an employer deducts income-tax from 
the salary of an employee and pays it to Government on behalf of 
the latter, the amount of the income-tax so deducted is a construc¬ 
tive receipt by the employee. 

The receipt of income refers to the first occasion when the 
recipient gets the money under his control. Once an amount is 
received as income, any subsequent remittance of the amount to 
another place cannot be called a receipt. Income after the first 
receipt merely moves as money. It is the first receipt that deter¬ 
mines the year and place of receipt for purposes of taxation . A non¬ 
resident is taxed on the foreign income only if it is received in India, 
i. e., received for the first time from the foreign source. If he has 
already received the income outside India, he would not be charge¬ 
able when he remits it to India. 

(b) Income deemed to be received. The phrase “deemed to be 
received in India” includes those incomes which the law regards as 
received though there is no actual receipt. Where income is deemed 
to be received, the result is that though it is not in reality received, 
the law requires it to be treated as if it were. “Deemed to be 
received” means deemed by law to be received. The phrase “statutory 
receipt” might be conveniently employed to cover income which is 
deemed to be received. The following are instances of income 
which are not actually received but which are deemed to be received 
under the Act -— 

(z) Under section 18(4), tax deducted at source. 

(n) Under section 58E, annual accretion to the account of 
an employee participating in a recognised provident 
fund. 

(Hi) Under section 58J(3), transferred balances in a newly 
recognised provident fund. 

(c) Income accruing or arising. The two words accrue and 
arise seem to denote the same idea. Both words are used in contra¬ 
distinction to the word receive, and indicate a right to receive . 
Income may accrue or arise in one place and be received in another. 
Under section 13, the profits of a business, profession or vocation 
and income from other sources are to be computed in accordance 
with the method of accounting regularly employed by the assessee. 
Income accrues when it first comes into existence, but it may be 
said to arise when the method of accounting shows it in the shape 
of income. For example, under the cash system of accounting an 
income may accrue in one year but it may arise in the next year 
when it is actually received and treated as such in the accounts. 
Where accounts are maintained on the mercantile accountancy basis, 
income arises when the appropriate entries are made or should be 
made in the books. 

It is not possible to lay down any general test for determining 
the place of accrual of business profits. But in the light of decided 
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cases the following rules may be applied in ascertaining the place 
where business profits accrue :— 

(1) The place of accrual of a notional business profit (e. g., 
profit resulting from valuation of closing stock-in-trade) is the place 
where the business is carried on. A firm carried on business as 
bullion dealers. It had its place of business in Calcutta and the 
method of accounting followed by it was the mercantile method. 
Part of its stock-in-trade (silver) was outside India. It used to value 
its stock-in-trade at market price. In a particular accounting year 
the market price of its stock-in-trade was higher than cost. The 
notional profit resulting from the valuation of closing stock was held 
to accrue at Calcutta, although part of the stock was outside India. 
The source of the profits of a business is indubitably the business, 
and the place of their accrual is where the business is carried ofi. 

(2) In the case of sale of goods, profits arise as a general rule 
at the place where the contracts of sale are made. Where goods 
purchased outside India are sold in India the entire profit arising 
from the sale has been held to accrue or arise in India. Similarly 
profits derived from the sale in a foreign country of goods purchased 
in India do not accrue or arise in India but in the foreign country 
where they are sold, unless there is a business connection in India 
and a part of the profits attributable to the operation of buying is 
deemed to accrue or arise in India. 

Since the amendment of the Act in 1939, the importance of the 
place of accrual of income has been materially reduced. An ordi¬ 
nary resident has to pay tax on income accruing or arising in any 
part of the world. In the case of a person resident but not ordi¬ 
narily resident the place of accrual is entirely immaterial in dealing 
with income derived from a business controlled in or a profession 
set up in India, though it is material as regards the taxability of 
other kinds of income. It is only in the case of non-residents that the 
place of accrual still remains important. But even for non-residents 
the actual place of accrual has been rendered irrelevant by the 
various provisions of the Act under which foreign income is deemed 
to accrue or arise in India. 


Illustrations 

(1) An English jeweller, having no business in India, sells his 
wares mostlv to customers in India by means of the V-P.P. system- 
Where daes the income on such sales arise ? 

Under the V-P-P- system the post office is the agent of 
addressees. Therefore the sales take place in England when the 
wares are handed over to the post office on behalf of the buyers, 
and the income arises there- 

(2) The managing agents of a private company are entitled 
to a commission of 5% of the proceeds of sale of the products manu- 
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factured by the company, such commission being due at the end of 
each financial year for which the accounts of the company are to be 
laid before the annual general meeting and being payable immedia¬ 
tely after such accounts have been passed by the general meeting. 
When does such commission accrue or arise ? 

Under the managing agency agreement, no commission accrued 
or arose on the sale proceeds at the time of each transaction of sale. 
There was neither any debt created nor any right to receive pay¬ 
ment when each transaction of sale took place. The commission 
became due at the end of the financial year and that was when it 
accrued. 

(d) Income deemed to accrue or arise. When income is deemed 
to accrue or arise in India, it means that the income does not really 
accrue or arise there, but is regarded as such by law. In the follow¬ 
ing cases, income is deemed to accrue or arise in India : — 

(i) Under explanation 2 to section 4(1), salaries, wherever 

paid, are deemed to accrue in India, if they are earned 
in India. 

(ii) Under explanation 2Ato section 4(1), salary paid outside 

India to a non-resident Government employee, who is a 
citizen of India, for rendering service outside India, is 
deemed to accrue in India. 

(in) Under explanation 3 to section 4(1), dividends paid by 
Indian companies outside India are deemed to be income 
accruing in India to the extent to which they have beep 
paid out of profits subjected to Indian income-tax. 

(iv) Under section 4(2), allov ances remitted by a non-resident 
husband to his'wife resident in India are deemed to be 
the income of the wife if the remittances are out of the 
husband’s income not taxed in India. Tt is the receipt 
of money by the wife within India during the previous 
year, that subjects the wife to tax under this section. 

(i>) Under section 42, several kinds of income are deemed to 
accrue or arise in India. These are explained in a 
subsequent chapter dealing with the assessment of non¬ 
residents. 

(e) Remittance of foreign income. Before the amendment of 
the Act in 1939, the foreign income of even residents was not taxable 
unless it was received in or brought into India, but since the 1939 
amendment the foreign income of residents has become taxable on 
the accrual basis. 

Now all residents (whether ordinarily resident or not) are 
chargeable on all amounts brought into India in the previous year 
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out of untaxed income which accrued or arose outside India before 
the beginning of the previous year and after 1st April 1933. Foreign 
income which has once been taxed cannot be taxed again in any 
subsequent year in which it is brought into India. But if any 
foreign income accruing after 1st April 1933 has not been taxed it 
may be taxed in any subsequent year in which it is brought into 
India. The untaxed past foreign income may consist of the 
following :— 

(a) The statutory allowance of Rs. 4,500 from unremitted 

foreign income, granted before 1st April 1959. 

(b) A person resident in India in the year of remittance of his 

foreign income is chargeable in respect of the remittance 
even if the remittance is out of income earned by him 
during the years when he was not a resident. 

The remittences out of the past untaxed foreign income, 
"which are taxable in the case of all residents are to be charged under 
-section 12 as income from other sources. 

In deciding whether foreign remittances are taxable or not 
the following points should be taken into consideration :— 

1. The remittance must be from foreign income and not out 
of capital. If the accumulated foreign income is sufficient to cover 
remittances to India, it is presumed that the remittances are from 
profits. In such a case the burden of proof is on the assessee to 
show that they are out of capital. In computing the amount of 
foreign income available for remittance the actual total expenditure 
incurred abroad (and not merely the expenditure admissible for 
flncome-tax purposes) should be deducted. Where the entire income 
is spent by the assessee before any remittance is made, the remit¬ 
tance cannot be out of income. 

An assessee borrowed money in India for the purpose of his 
foreign business. After making profits abroad with the borrowed 
capital, he remitted the amount of the loan to India. It is a remit¬ 
tance of borrowed capital and not of profits, because the existence 
•of foreign profits is not a conclusive proof that the remittance is out 
of such profits. 

If an assessee has two funds at his disposal in a foreign 
•country, one upon which income-tax has already been levied and the 
other still liable to tax, and if he sends to India a remittance out of 
the former fund, such remittance is not liable to tax. 

2. Foreign income may be brought into India in any form 
known to the commercial world for the transmission of money from 
one country to another. Even a settlement in account or a set-off 
or cross entries may be equivalent to a receipt or remittance of a 
sum of money though no money may pass. 

3 
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3. Foreign income must be received in or brought into India,, 
if is to be taxed. Where an assessee owes a debt in India and 
under his instructions the debt is paid outside India to the creditor 
from incbme which had accrued to the assessee outside India, the 
foreign income cannot be said to be brought here, because only the 
assessee’s liability in India is lessened, and a mere lessening of 
liability in India cannot be a receipt in India. 

If an assessee owing a debt in India discharges it by a hundi 
delivered outside India to the creditor and drawn on the assessee’s 
foreign branch, and the amount of the hundi is paid outside India, 
then the amount cannot be said to be received in India. On the 
other hand, if the hundi on the foreign branch.is delivered in India 
to a creditor residing in India, there would be remittance of the 
amount to India, though the payment under the hundi is made outside 
India, because the assessee uses in India money available to him 
abroad and it amounts to a receipt in India by the assessee of his 
foreign income. 

It is immaterial that an arrangement, involving a transfer of 
a local debt to a foreign country, is deliberately entered into by the 
assessee to avoid tax, for every man is entitled, if he can, to arrange 
his affairs so that his property is not liable to tax. 

4. Foreign income should be received in or brought into 
India by the assessee , which would include receipt by a bank or 
other agent on behalf of the assessee. If the foreign income is 
transferred abroad bona fide to another by way of gift or for con¬ 
sideration, and the transferee brings it into India, the transferor 
cannot be charged, because he is not the person who receives it in 
India. 

Where an assessee advances a loan, out of his foreign accumu¬ 
lated income, to a person in India, and sends the money by post 
to the borrower, the assessee is not taxable for he does not bring 
the money to India. As the post office is the agent of the addressee, 
it is the borrower who must be deemed to have brought the money 
into India. 

5. If foreign income, before its remittance to India, is 
converted into capital assets not intended for resale, and such assets 
are brought into India, there is no remittance of the foreign income 
to India. If an assessee purchases securities outside India out of his 
foreign income as a permanent investment, and later brings the 
securities to India, there is no remittance of income to India. 

6. No bookkeeping or entries in. accounts kept in India 
would be equivalent to receipt of foreign income from abroad. 
Where a textile mill is situated outside India and makes profits 
there^ hut,has its registered office in India, the mere fact of entries 
being made in respect of its profits in the accounts of the company 
kept in India does not mean that the profits have been received in 
India. Similarly the fact that the foreign profits are distributed 
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among the partners in a firm’s accounts in India does not by itself 
amount to receipt of the profits here. 

Exemption of Accumulated Foreign Income 

Persons who are non-residents do not pay any tax on tfteir 
foreign income. They are subject to tax only to the extent to which 
any income accrues or arises to them in India or is received in India 
by them or on their behalf. Any remittances they make to India out 
of their foreign income are completely free of tax, the only exception 
being remittances made to wives. Such remittances to wives are, 
however, taxed at the rate applicable to the wife’s total income and 
not on the basis of the income of the husband. 

In the case of persons who are resident, amounts remitted to 
India out of untaxed foreign accumulated income arising after 1st 
April 1933 but before the previous year, are subject to tax when 
remitted. Therefore, in order to encourage Indian nationals residing 
abroad to bring their savings to India, the 4th and 5th provisos to 
section 4(1) give the following tax concessions for remittances to India 
out of accumulated foreign incomes *— 

(1) Under the 4th proviso, if a person hitherto not resident in 
India brings into India his past foreign profits within two years of 
his becoming a resident in India, he will not be subject to any tax 
liablility on those profits. 

(2) Even the assessees to whom the 4th proviso does not 
apply (i.e., the regular residents of India) are now exempted from tax 
by the 5th proviso in respect of their remittances of foreign income* 
subject to the following conditions :— 

(a) The income should have accrued outside India and not 

in any of the erstwhile Indian States and should havo 
been chargeable to tax only if brought into or received 
in India. 

(b) The income should have been brought into or received in 

India after the 2nd September 1951. 

(c) Any tax, interest or penalty due from the assessee under 

the Income-Tax Act on the date of the receipt of such 
income in India should be paid within three months, 
alter the receipt thereof in India. 

In the case of income brought or received here after the 2nd 
September 1951 and before the 30th September 1954, an additional 
condition is added, namely: half of the amount of such income 
should have been invested within three months of the remittance in 
Government securities through the Reserve Bank of India and kept 
with that bank for custody for a minimum period of two years. 

Remittances of capital are, of course, not taxable as income in 
any case. 

Illustration 

S. Mehta, who was doing business in Zanzibar since 1935, 
decided to return to India -with a view to settling here. He arrived 
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in Bombay on 2nd May 1958 and set up a groceryshop there. The 
profits of the shop for the period ended 31st December 1958 were 
Rs. 10,000. 

The assessee brought into India his accumulated profits from 
Zanzibar amounting to Rs. 1,50,000 in July 1958. 

On what amount would you assess him for the assessment 
year 1959-60 ? What would be his residential status ? 

What difference would it make if he brings the profits in May 
1960 instead of July 1958 ? Give reasons for your answer . 


S. Mehta was in India for more than 182 days in the previous 
year ended 31st December 1958. Therefore he was resident in India 
In that year. He was not resident in India in nine out of the ten 
years immediately preceding the previous year. Therefore his 
status is resident but not ordinarily resident. 

Since he was not resident in India in two out of the three 
years immediately preceding the previous year, he is entitled to the 
concession given by the fourth proviso to section 4(1). The foreign 
profits remitted to India within two years of his becoming resident 
are Jiot taxable. Therefore for the assessment year 1959-60 he is 
assessable only on the profits of Rs. 10,100 earned in India and not 
on the sum of Rs. 1,50,000 brought from Zanzibar. 

If he brings the foreign profits in May 1960, the fourth provi¬ 
so will not apply as he becomes a resident in 1958 and 1959. He is 
still entitled to the concession given in the fifth proviso and the 
money brought by him would not be liable to tax if he pays up the 
tax or penalty due from him within three months from the date of 
receipt of the foreign profits. 



CHAPTER 3 


CAPITAL AND REVENUE 


' The distinction between capital and revenue is of vital impor¬ 
tance for income-tax purposes. In the first place, the method of 
charging tax on income and capital gains is different. Secondly, in 
computing the taxable profits of a business, profession or vocation, 
only the revenue expenditure (and not capital expenditure) is deduc¬ 
ted from trading profits. 

In some cases it is easy to make a distinction between capital 
and revenue, but in many others the line of distinction is not easilly 
drawn and it becomes a puzzling question to decide the character of 
the receipt or expenditure. Courts have often observed that it is 
not possible to lay down any satisfactory tests by which it can be 
conclusively judged whether a particular receipt is a capital receipt 
or a reyenue receipt, or whether a particular expenditure is a capital 
expenditure or a revenue expenditure. The decided cases therefore 
serve merely as illustrations and not as perfect guides. 

Receipts : 

The distinction between capital receipts and revenue receipts is 
much more difficult than the distinction between capital expenditure 
and revenue expenditure. It is a matter involving much refinement. 
It is true that no hard and fast rule can be laid down for determining 
whether a particular receipt is a capital receipt or a revenue receipt; 
still the following tests may be applied for this purpose in particular 
cases :— 

1. A receipt on account of fixed capital is a capital receipt, 
while a receipt on account of circulating capital is revenue receipt 
or income. Fixed capital is that which the owner keeps for earning 
profit, such as plant, machinery and buildings of a business. Circu¬ 
lating capital is that, out of which the owner makes profit by parting 
with it and letting it change hands, such as stock-in-trade. The 
latter capital circulates because it is turned over and over, and in 
the process of Jaeii*g~ turapl over it yields profit or loss. Fixed 
capital, on the other hand* is not involved directly in that process 
and remains unaffected by it. The term ‘‘capital assets” is also 
used for fixed capital. What is fixed capital will depend upon the 
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nature of business. The very same thing may be fixed capital in 
the hands of one business, but circulating capital in the hands of 
another. The land on which the factory of a manufacturing concern 
stands is its fixed capital, but the land in the hands of a dealer in 
real estate is part of his circulating capital. Machinery in the hands 
of a manufacturer is part o|^his fixed capital, whereas the same 
machinery with a machinery merchant is part of his circulating 
capital. The books purchased by a practising chartered accountant 
for use in his profession are a fixed asset, but the same books would 
be circulating capital in the hands of a bookseller. 

2. In the case of an isolated transaction of purchase and 
sale of property, the motive of the owner will decide whether the 
receipt is a capital receipt or a revenue receipt. If the property is 
held as an investment, the receipt from its sale is a capital receipt. 
On the other hand, if the property is held for the purpose of 
selling it at a profit, its sale proceeds are a revenue receipt, because 
thei transaction is in the nature of trade. Thus, the sale proceeds of 
shares and securities would be a capital receipt if the seller is an 
ordinary investor realising his holding, but it would be a revenue 
receipt if he is carrying on speculation in shares and securities. 

f 3- Where a receipt is in substitution of a source of income, 
it is a capital receipt ; but where it is in substitution of the income 
^lone, it is a revenue receipt. Compensation received by an employee 
from his employer for the termination of his services is a capital 
receipt (though taxable), because it is in replacement ol the source of 
income itself, namely, the employment ; but a gratuity received by 
an employee from his employer in consideration of his past services 
is income, as it is by way of additional remuneration. 

4. Where a sum is received for the surrender of certain rights 
under an agreement, it is a capital receipt, because a capital asset 
(i. e., the rights) is given up ; but where the sum received is in the 
nature of compensation for loss of future profits, it is a revenue 
receipt. A lessor received a sum of Rs. 1,00,000 in payment of 
royalty on the abandoned coal when the lessee ceased to work the 
mine. The payment was expressly provided for in the lease. The 
sum being in lieu of future profits is income. 

5. The nature of a receipt is determined entirely by its 
character in the hands of the recipient, and the source from which 
the payment is made does not affect the question at all. Where an 
amount is paid out of the payer’s capital, but the payee receives 
it as income, the receipt is a revenue receipt. If the proprietor of a 

• newly-started business pays the salaries of his employees out of 
capital, the salary in the hands of his employees is a revenue receipt, 
because they receive it as income. 

6. The fact that a particular receipt is a lump sum receipt 
does not mean that it is always a capital receipt. There is no magic 
in the distinction between a lump sum and a periodic sum. A 
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^revenue receipt is not necessarily recurring, nor a capital receipt 
necessarily single. 

A lump sum paid in lieu of a series of periodic income 
payments is itself income. A lump sum in lieu of future royalties 
'Or a single amount paid in advance in respect of ginning charges of 
cotton for ten years would be income. A lump sum taken in 
commutation of a right to future remuneration or in compromise or 
reduction of salary would also be a revenue receipt. 

An annual receipt recurring over a number of years may be 
a capital receipt, e. g., sale proceeds of a capital asset received in 
instalments. 

7. Compensation for termination of an agency agreement 
would be a capital leceipt if the agreement constitutes the recipient’s 
capital asset and his profit-making appardtus. On the other hand, 
it would be a revenue receipt if thd agreement constitutes his trading 
asset and is entered into in the ordinary course of business 
(36 I. T. R. 175). 


Illustrations 

(1) A company carried on business as manufacturer? of 
fireclay goods and was the lessee of a fireclay field, pirt of which, 
ran along the lines of a railway company- The railway company in 
order to prevent the working of the beds of fireclay adjacent to the 
railway lines paid a lump sum to the manufacturing company. 
This is a capital receipt being a payment for the destruction of a 
capital asset. 

(2) An electric supply company undertook to supply electricity 
to Government in certain areas on condition that the Government 
paid a part of the capital cost of constructing the new supply lines, 
which were regarded by the company as unremuncrative and would 
not have been undertaken but for the Government’s agreeing to 
contribute to the capital cost. The contribution received from the 

r Government towards the capital outlay is a capital receipt. 

(3) A and B, two rival companies, entered into a pooling 
agreement by which they bound themselves to work in friendly 
alliance and to share the profits and losses of their business in 
conformity with the agreement. B desired later to cancel the 
agreement but A refused to consent to the cancellation unless he 
was paid a compensation. The compensation received by A is a 
capital receipt, being in replacement of his future rights in the 
agreement. 

(4) An individual obtained a licence from the Government 
for an electric undertaking which he started and after some time 
sold as a going concern to a limited company. It was found that 
from the beginning his intention was not to work the licence him¬ 
self but to sell the whole business as a going concern at a profit. 
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As the project was an adventure in the nature of trade, the sale: 
proceeds were a revenue receipt. 

(5) A money-lender takes over land from a debtor ii* 
satisfaction of a deot, and keeps it for a period of time during 
which the income and expenses of the land are not brought into his- 
business accounts. When this land is sold, the sale proceeds are a 
capital receipt, because the land was treated as a capital asset* u 
if he treats the land as a part of the capital of his money-lending, 
business and brings the income and expenses of the land into us- 
business accounts, the sale proceeds of the land would be a revenue 
receipt. 

(6) A company insured its business covering its plant and 
machinery against loss or damage by fire and the consequential loss 
of profits caused by the stoppage of business. Insurance moneys- 
received in respect of the loss or damage of plant and machinery 
are a capital receipt, but the amount received for the losts of profits- 
is a revenue receipt, because the former is in replacement of a 
capital asset and the latter in replacement of income. 

(7) Insurance moneys received in payment of life policies are 
a capital receipt where the policy is. meant to compensate the lne 
insured or his family, because one’s life is a capital asset. -DUt^ it 
might be that a company has an employee whose services are 
valuable and in order to secure itself from loss of his services 
consequent on his death or disablement the company takes out a 
policy for its own benefit covering the death or in]ury the 
employee. The insurance amount received in such a czscis a 
revenue receipt as it is in replacement of income that would have 
been earned had the employee been alive. 


(8) If a railway nassenger meets with an accident and either 
dies or is permanently disabled, any compensation receive rom 
the railway company is a capital receipt, being m replacement ot a 
source of income i- e., his life. On the other hand, if ie is is 
only for a temporary period during which he loses his earnings, the 
compensation received in respect of such loss is a revenue recoip » 
because it is in replacement of the income alone. 

(9) A person was for several years a distributing agent of a 
manufacturing company. The agency was terminated, and a sum 
was paid to him as compensation. It is a capital receipt in th- 
hands of the agent, being in replacement of a source of income, 
namely, the agency. But it is taxable. 


(10) A firm of managing agents was employed by a cottom 
mill company which went into voluntary liquidation. The company 
decided to give a voluntary compensation to the managing agents 
for the loss of the managing agency. It is a capital receipt in e 
hands of the recipient being in replacement of a source of income- 
The fact that the payment was a voluntary one did not matter- 
Such a receipt is, however, taxable. 
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(11) Damages received by an employee who is wrongly dis¬ 
missed, or a payment received by an employee in lieu of notice are 
all capital receipts. In either case a source of income disappears 
and compensation for its loss is a capital receipt. But it is taxable. 

(12) If an employer pays to an employee a sum of money 
not as compensation for the termination of his services but as an 
inducement to retain his services the receipt in the hands of the 
employee is a revenue receipt, because it is in respect of his future 
services- 

(13) A pension received by an ex-employee is a revenue 
receipt being compensation for past services ; but a lump sum 
received in commutation of a pension is a capital receipt, l>eing in 
replacement of a capital asset, namely, the right to the pension, 
but it is taxable. 

(14) By an agreement between a director and a company, the 
director undertakes not to do any business in the same line after 
termination of service and in consideration of such an undertaking 
he is paid a lump sum by the company. It is a capital receipt as it 
is in replacement of the director’s right to trade. 

(15) A company owning a chalk quarry, contracted to supply 
a purchaser with «? certain quantity of chalk yearly for ten years. 
The puichaser after some time did not wish to take farther delivery 
and the dilnpany agreed to release him from his obligation in con¬ 
sideration of a lump sum payment. This is a revenue receipt in the 
hands of the company, as it is in replacement of income that would 
have been earned had the contract not been terminated. 

(16) The question whether premium (or salami or naxrana) 
received by the lessor of land from the lessee for the grant of a 
lease is capital or revenue depends upon the particular facts of each 
case. If the premium represents a consolidated payment of the 
rent in advance either in *vhole or in part, it is a revenue receipt. 
But if the premium is the consideration for the transfer of the 
lessor’s interest in the land, it is a capital receipt. 

(17) A pugree (i. e., an illegal premium) received by the 
owner of house property from the tenant is a revenue receipt, as it 
is a payment of rent in advance- 

(18) An assessee firm was the managing agent of a company. 
The managing agency agreement provided that the assessee should 
act as the managing agent of the company for a period of thirty 
years on a remuneration of 20 per cent on the annual net profits of 
the company and certain further commission if the profits increased* 
Subsequently an agreement was arrived at between the parties 
by which the assessee agreed to receive a lump sum of Rs. 7,50,000 
from the company in consideration of the assessee agreeing to accept 
a flat rate of 10 p^r cent on the annual net profits of the company 
for the remaining term of the managing agency. The effect of the 
agreement was that the assessee was paid a lump sum in considera¬ 
tion of the assessee agreeing to serve the managed company on a. 
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reduced salary. It was therefore held that Rs. 7,50,000 represented 
remuneration paid to the assessee in advance and was income liable 
to tax (25 I. T. R. 108). 

(19) A royalty is generally the payment of a periodical sum 
lor the use of a copyright, patent or mining lease- The question 
as to how far such a royalty is capital or income in the hands of 
the recipient depends upon whether the payment is made for the 
transfer of any capital rights or whether it is simply for the User. 
In the former case, it is a capital receipt ; in the latter, a revenue 
receipt. 

i (20) When there is a sale of an entire business and a transfer 
of all the assets for a single unapportioned consideration, there 
cannot be said to be any revenue receipt realised on the sale of 
stock-in-trade, which is sold with all the other assets. But where 
the sale proceeds of stock-in-trade can be separately ascertained 
although it is sold in conjunction with the sale oi the whole business, 
it will be a revenue receipt. 

(21) An annuity means the purchase of an income. It 
involves the conversion of capital into income which is liable to tax. 
No doubt the tax upon an annuity is to some extent a tax upon 
capital or an equivalent of capital and not merely upon income, but 
income includes any returns which come from a waste' of capital, 
such as returns from quarries, mines, etc. An annuity ‘payable by 
an employer is taxable as salary under section 7, but other annuities 
are taxed as income from other sources under section 12. 

(22) The owner of a large bungalow sells it in consideration 
of a payment to him by the. purchaser of an annuity of Rs. 5,000 
lor the next ten years. This annuity is a revenue receipt. But if 
he sells the bungalow to the purchaser for Rs. 50,000 to be paid by 
ten equal instalments of Rs. 5,000 each, each instalment receiv¬ 
ed is a capital receipt The seller has the right to choose wdnch of 
the two methods he should adopt and naturally he should adopt the 
second method for the purpose of avoiding income-tax on Rs- 5,000 
a year. 

(23) A, B and C are partners in a firm- A retires and his 
share is fixed at a sum equal to a certain fraction of the firm’s profits 
for five years. The annual amount to be received by A from the 
firm would be capital receipt, being an instalment of a capital sum 
due to him. 

(24) A company contracted to build two steamers but agreed 
to the cancellation of the contract in consideration of the payment 
of compensation. The compensation so received is a revenue receipt 
being in substitution of the profits the company might have made 
by the building of the steamers. Compensation received for the 
cancellation of a contract which is made in the ordinary course of 
business is a revenue receipt. 

(25) The receipt by a shareholder of his share of the assets 
of a company in liquidation is a capital receipt, and for the purpose 



CAPITAL AND REVENUE 


43 


of ascertaining such assets it is quite immaterial whether the 
company possessed them by way of capital or profits. But under- 
the Indian Income-Tax*Act, any amount in excess of paid up capital 
received by a shareholder, on the liquidation ot the company, ts 
now liable to tax, because such excess is deemed to be dividend. 

(26) A person carrying on several business activities purchased 
about 15 biglias of land for the purpose of setting up a market and 
making profit- The plot was requisitioned by the military 
authorities who paid compensation lor its use. The amount of 
compensation received for the use of the land from the military 
authorities is a revenue receipt, being income derived from land. 

(27) A banking company had advanced a loan to an ice 
factory. The loan kept on mounting up and the ice factory 
transferred its interest in the shares and assets including lands and 
buildings of a match factory in discharge of the loan- The banking 
compiny subsequently sold this property in bits and realised a 
certain sum which exceeded the cost price ot the property. As the 
transaction was entered into by the banking comp 11137 in the course 
of money-lending business, the profit made was a revenue receipt- 

(28) A distillery company sold liquor in sealed bottles and to 
ensure the return of empty bottles it collected from the purchasers 
a certain sum as “empty bottle return security deposits" in addition 
to the price of liquor. The price of the empty bottles was refunded 
when they were returned. The collections of the company in respect 
of bottles not returned are a revenue receipt. 

(29) The assessee, who was the governing director of the 
managing agents of a company, was allotted a proportionate share 
in the lump sum consideration which the company paid to the 
managing agents for reduction in the remuneration of managing 
agents. The assessee continued to be the governing director although 
his remuneration was reduced- It was held that what the assessee 
received was a commuted amount representing the reduction in the 
remuneration and was a revenue receipt liable to income-tax 
{29 J. T- R. 238). 

(30) The assessee had granted two mining leases on 23rd 
December 1940, one ot which was for a period of 30 years and the 
other for 25 years. In the first lease Rs. 12,000 in a lump sum was 
fixed as royalty for the whole piriod of the lease, and in the second 
a sum of Rs- 23,000 in a lump sum was fixed as royalty for the 
whole period of the lease, and both these sums had been paid to 
the lessor on 19th November 1940. It was held that on a proper 
construction of the lease the sums of Rs- 12,000 and Rs. 23,000 
were consolidated advance payments of the amounts which would 
otherwise be piyable periodically for the occupation of the mine^ 
-and were therefore revenue receipts and not capital receipts- 
{30 I. T. R. 286), 
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(31) The assessee shipped 236 bales of cloth to a consignee in 
Mauritius which, contrary to the prohibition of Government, were 
landed at Durban- As a result, the assessee's licence for exoorting 
goods was suspended. As the goods were illegally taken to Durban 
owing to the negligence of the consignee the assessee claimed damages 
from him and the matter was referred to arbitration and the assessee 
received Rs. 39,292 as damages. It was held that this amount was 
a capital receipt. The licence to export, which alone enabled the 
assessee to carry on the business, was undoubtedly a capital asset ; 
the capital asset was either destroyed or sterilised and what was paid 
to the assessee was compensation for the destruction or sterilisation 
of this capital asset, and therefore the amount was a capital receipt 
(30 /.T.R. 53). 

(32) The assessee acted as a chief agent of an insurance 
company. On the termination of the agreement of agency, he 
received a lump sum representing the actuarial value of commission 
on future renewal premiums, which commission he was entitled to 
be piid during the continuation and after the termination of the 
agreement. 

The lump sum amount received by the assessee is a revenue 
receipt. Commission on renewal premiums if paid as and when it 
.accrued w,as income in the hands of the asse^teee and the commutation 
thereof did hot affect the nature of the payment (34 I.T.R. 873). 

(33) Know-how is a capital asset and the price received on 
sale of know-how is a capital receipt. 

Expenditure : 

The term “capital expenditure” is distinct from “revenue 
expenditure”. The former is an expenditure attributable to capital 
and is not therefore deductible from the trading receipts in order 
to compute the profits which are liable to tax, but the latter is- 
deductible before arriving at such profits. It is not easy in any 
particular case to decide whether a particular expenditure is in the 
nature of capital expenditure or in the nature of revenue expenditure* 
Most cases raise very difficult and debatable questions and very 
many of them usually lie on the border line, but in order to decide 
on which side of the line a particular case falls, it is essential to 
consider the nature of the business, the exact form of the transaction 
and the object with which the expenditure is incurred, and then to 
apply the following tests :— 

1. When expenditure is incurred with a view to bringing into 
existence an asset or an advantage for the enduring benefit of a trade, 
it is capital expenditure. The words a®d>‘rnidrrrrng’ do 

not mean everlasting. They merely indicate that the asset or advantage 
acquired must be sufficiently durable to justify its being treated 
as a capital asset. The advantage may be either a positive one (e.g.* 
the acquisition of a right) or a negative one (e.g., the elimination of 
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competition). An enduring advantage having been gained in either 
case the cost of procuring it is capital expenditure. What is impor¬ 
tant is that the expenditure must be incurred with a view to securing 
.an advantage which may or may not accrue. It is the object alone, 
and not the result that counts. Thus, expenditure incurred in 
obtaining a licence which is not used or in securing an agency which 
is not obtained is capital expenditure. 

2. A payment made by an assessee to free himself from a 
capital liability te. g., an onerous lease) is capital expenditure, while 
a payment made by an assessee to free himself from the liability 
to make an annual revenue payment is revenue expenditure (e. g., 
a sum paid to free himself from a disadvantageous agency agreement 
or a sum paid to an employee in commutation of an annual 
pension). 

3. The fact that a certain payment constitutes a revenue 
receipt or a capital reeipt in the hands of the recipient is not mate¬ 
rial in determining the nature of the payment from the point of 
view of the payer. An amount paid may be a capital receipt in the 
hands of the recipient but a revenue payment from the point of view 
of the payer, and vice versa. 

4. An item of expenditure is capital expenditure when it is 
referable to a capital asset, and it is revenue expenditure when it is 
referable to circulating capital or stock-in-trade. A lump sum 
payment made by an oil producing company to its agents for the 
cancellation of their selling agency is revenue expenditure, as the 
payment refers to the stock-in-trade of the company. On the other 
hand, if the payment were made for the cancellation of the oil 
concession it would be capital expenditure being referable to its 
capital asset. 

However, the principle that expenditure referable or connected 
with a capital asset is capital expenditure does not hold good in all 
cases. Where expenditure is incurred in merely preserving or main¬ 
taining capital assets it is revenue expenditure. 

The expenditure incurred for the purpose of preserving the 
capital asset of a business could properly be regarded as a revenue 
expense only when there was a business going on and when the 
capital asset was supporting an actual business. 

When a sum of money is laid out for the acquisition or the 
improvement of a capital asset, it is capital expenditure ; but if no 
alteration is made in the capital asset by the payment, then it is 
revemle expenditure, being merely a maintenance of the capital asset. 

5. Expenditure is deemed to b#£apital expenditure when it is 
made for the initiation of a business, ^ for extension of a business 
or for a substantial replacement of equipment. Initial expenditure 
is regarded as capital expenditure, for it is incurred not in earning 
profits but in setting up the profit-earning machinery. Where a 
company purchases a capital asset in an imperfect condition and 
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reconditions it before using it for the purposes of its trade, the* 
expense of reconditioning is a capital expenditure. 

6. A payment made in consideration of the acquisition of 
the right and opportunity to earn profits (that is, of the right to 
conduct the business), and not for the purpose of producing profits 
in the conduct of the business, is capital expenditure. In other 
words, money expended not for the purpose of carrying on a busi¬ 
ness, but to acquire the business, is capital expenditure. Where a 
son bought his deceased father’s business at a valuation, the sum 
paid by him to acquire the right to certain contracts, which were 
part of the fixed capital of the business, was held to be capital 
expenditure. 

But commission paid or other expenditure incurred to secure 
a contract or an order in the ordinary course of the business carried 
on by a trader is revenue expenditure. 

Illustrations 

(1) A person, in part satisfaction of a debt due to him„ 
accepted the transfer ot a colliery which was held upon a lease. 
Thereafter he had to pay arrears of unpaid rent which had accumu¬ 
lated prior to the transter and of which he was unaware at the date 
of the transfer. The arrears of rent paid were held to be capital 
expenditure. A sum overpaid by him for the colliery cannot be 
treated as a revenue payment. It is a sum which was payable by 
hkn for the acquisition of the colliery and not a sum paid by him 
for the working of the colliery. 

(2) The managing director of a chemical company went to 
England and America to study the developments in chemical in¬ 
dustry in those countries and to establish co-operation between India 
and those countries. The company voted a sum of Rs- 25,000 for his 
expenses. Certain definite benefits were derived by the company 
from his visit, namely, the prestige of the company was enhanced 
and it received publicity ; there was improvement in the manufactu¬ 
ring process and the development of research ; and the manufactu¬ 
ring activities of the company were increased as a result of informa¬ 
tion collected by him- The amount paid to the managing director 
was held to be a revenue expenditure. In every case where a busi¬ 
nessman expends money with a view to derive benefit for his business,, 
the expenditure is not of a capital nature, e.g., a business giving 
bourns to its cmloyees to earn their goodwill and to make them work 
better. The company had sent its managing director abroad to 
improve its prospects, and the result of the expenditure was to 
increase the profits of the company. 

(3) A firm of five partners started a wholesale business in 
piecegoods in September 1940. In October 1942 two of the five 
partners, t retired from the firm and the three remaining , partner^ 
thereafter carried on the business under the’same name, 1 but as a 
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new firm- Each of the two outgoing partners was paid a certain 
sum for his share of the assets and profits of the old firm up to 
the date of dissolution as the result of an arbitration award- The 
settlement was subject, however, to a reservation of the rights of the 
two retiring partners in respect of certain forward contracts for the 
purchase of piece-goods from abroad that had already been entered 
into by the old firm but the deliveries under which had not been 
effected. In September 1943 the new firm took delivery of the 
goods and sold them at a considerable profit* In accordance with 
the direction of the arbitrators the new firm paid to the two old 
partners a sum of Rs- 18,911 in respect of their interest in the goods 
and their share of profits realised by the sale of the goods* The 
payment of Rs* 18,911 by the new firm was held to be a revenue 
expenditure, because it was really the price paid by the new firm 
for the acquisition of the goods which formed the stock-in-trade of 
the business. 

(4) Expenditure incurred in the registration and re-registra¬ 
tum (renewal) of a trade mark is a revenue expenditure. A trade 
mark endures for a period of seven years only, after which a fresh 
registration has to be made- Therefore it does not possess the 
permanency which is required to make the expenditure a capital 
expenditure and to bring intq. existence a benefit of an enduring 
nature. 

(5) When the services of^a director, agent or other employee 
are terminated not on personal grounds, but on the ground that it is 
not in the interest of the employer to keep them, a sum paid as 
compensation is a revenue expenditure- A sum paid by a company 
to a retiring director in consideration of his agreeing not to compete 
with the company was held to be a capital expenditure, because by 
buying olf potential competition the company had improved the 
value of its goodwill and thus had brought into existence an advan~ 
tage for the enduring benefit of its trade. 

(6) Expenditure incurred in securing the supply of raw 
materials for a long period is a revenue expenditure, as it relates to 
circulating capital. 

(7) Compensation paid to directors, ' managing agents and 
other employees on termination of their services is a revenue 
expenditure, being in replacement of future revenue payments* 

(8) A brewery company spent money on publishing anti- 
prohibition literature just before an election in which the issue 
was whether there should be prohibition or not. The expenditure 
so incurred is a capital exp m diture as its object is to secure an 
enduring benefit- 

(9) A company made annual payments for trucks qnder a 
hire-purchase agreement extending over a period of yeirs* ■ Each 
annual payment should be disintegrated and that part of *jt which 
represented rent was a revenue expenditure, while- the balance ot 
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the sum which represented the payment of the price towards the 
eventual purchase was a capital expenditure. 

(10) A company carrying on business as exhibitors of cinema 
pictures owned certain cinema houses and took lease of others for 
the purpose of their business. It advanced Rs. 10,000 to another 
company which was proposing to build a cinema house, upon an 
undertaking given by the company that the former company would 
have lease of the premises. The financial position of this other 
company was unsatisfactory and the cinema house was never built. 
The advance of Rs. 10,000 became totally irrecoverable. As the 
sum was not paid as salami for the lease but was an advance 
payment of rent under the lease which was to come into existence it 
was held to be a revenue expenditure. 

(11) Litigation is often conducted by businessmen in order to 
maintain, preserve or defend an existing right or title to property, 
or to prevent the invasion of such right in future. Legal expenses 
incurred in such litigation do not create a new capital asset but are 
incurred in the ordinary course of preseiving or maintaining the 
assets of the business- Such expenses are therefore a revenue 
expenditure. 

(12) A company contracted for the construction and purchase 
of a new ship. As there was a heavy slump in the trade and there 
was no prospect of working the ship at a profit, the company sought 
and secured the cancellation of the contract on payment to the 
builders of a sum of Rs. 2,00,000. The amount of Rs. 2,00,000 so 
paid is capital expenditure because it has been paid by the company 
to free itself from a capital liability. 

(13) A person was carrying on the business of running motor 
buses on hire- He entered into an agreement with the Tehri-Garhwal 
State; under which, in consideration of a sum of Rs. 10,000 payable 
annually as nazrana, the State agreed to give him a monopoly right 
of plying motor vehicles on hire on a certain Toad for carrying 
passengers and goods for a period of five years. He was entitled 
under the agreement to a reduction in the annual payment; if the 
road remained impassible for a certain number of days in any one 
year. Before entering into the agreement, motor vehicles could be 
run on the road only on payment of a tax of Rs. 10 per trip per 
motor vehicle. In a particular year the road was not in a motorable 
condition for several months and he had ( to pay only Rs, 5,000 to 
the State. It was held that the sum of R%. 5,000 paid under the 
agreement was a revenne expenditure, because it had been incurred 
in earning profits. 

(14) Where a manufacturer of bricks obtains certain lands on 
short’term leases for the purpose of digging out earth for making 
bricks and the whole intention of the agreement is to procure earth 
for the purpose of manufacture and not to acquire any interest in 
land, the consideration piid by the manufacturer to the owners of the 
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lands is a revenue expenditure, for in such a case the payment is the 
price of raw material and the expenditure does not bring into exis¬ 
tence any asset or advantage of an enduring nature. On the other 
hand, where the lease of land is for a long period and it also 
confers cultivating Tights or other substantial interest in the land, 
the premium paid for such a lease would be a capital expenditure. 

(15) A company piid Rs. 40,000 to one oE its directors under 
the terms of an agreement with him that on his retirement from the 
directorship he would not engage for 10 years in any business com¬ 
peting with that of the conpany. As the undertaking on the part 
of the director would result in an enduring benefit to the trade of 
the company, the payment of Rs. 40,000 is capital expenditure. 

(16) A machine tool-manufacturing company began to manu¬ 
facture tools in October 1957. It paid Rs- 9,000 to one of its direc¬ 
tors who went to the U. S. A. in April 1957 to study the set-up 
and working of a tool-manufacturing concern. Rs. 9,000 is part 
of preliminary expenses of the company because it was incurred 
before the starting of the company’s business, and it is therefore 
capital expenditure. 

(17) A machine tool-manufacturing company, which com¬ 
menced production in December 1956, spent Rs. 8,000 on the 
technical training of an employee in the U. S. A. during 1957, on 
the condition that the employee would serve the company for five 
years on a monthly salary of Rs. 2,000 as against Rs. 3,000 paid to 
the foreign expert employed by the company. As this expenditure 
of Rs. 8,000 would result in a saving on salary charges, it is revenue 
expenditure. 

(18) The assessee owned textile mills which were situated on 
premises held on lease of which 25 years had yet to run. The waste 
water discharged by the mills accumulated in a pit in the mills’ 
premises and sometimes even overflowed. This caused nuisance and 
danger to human life in the vicinity and the local magistrate by an 
order called upon the assessee not to collect waste water discharged 
from the mills. The assessee filled up the pit during the accounting 
year at a cost of Rs- 36,000. 

The amount spent for filling up the pit is not revenue expen¬ 
diture, because no asset was sought to be maintained or preserved by 
the expenses incurred, but the expense was incurred in rendering 
what was a pit into an asset which was useful to the assessee, and 
therefore it is capital expenditure. 

(19) The assessee leased his hotel complete with furnishings and 
fittings for twenty years at an annual rent of Rs. 50,000 and he 
incurred an expense in resurfacing with concrete the approach roads. 
This expenditure was allowed as a revenue expenditure, because it 
Was found as a fact that the roads existed but that they had fallen 
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into a bad state of repairs and they had to be repaired and the resur¬ 
facing was done with a view to put the roads in a condition in which 
they should always have been. In other words what was sought to* 
be set right was the ravages of time on the roads. An asset was, 
maintained by the expense incurred. 

(20) Payment made by an assessee with a view to keeping 
his competitors out of the assessee’s field of business has been held 
to be capital exp mditure. 

Losses. 

Section K)(l) enacts that an assessee is liable to pay tax in 
iespect of the profits of any business carried on by him. No where 
in the Act is the method of computation of the profits of the business 
laid down and all that section 10(2) enacts is that the profits should 
be computed after making the allowance enumerated in that sub¬ 
section. 

The liability to pay income-tax in respect of a business is only 
on the profits of the business. It is well-settled that profits should be 
ascertained by ordinary commercial principles. The legislature, after 
specifying the permissible deductions in section 10(2), has left the 
determination of the profits to be made in accordance with the 
principles well understood by business people. That is the reason 
why the revenue or trade losses to be set off against the profits of the 
year are not specifically mentioned as an allowance. 

It is not possible to give a precise definition of a capital loss 
and a revenue loss. A revenue loss is a loss of some revenue receipts 
or a loss of stock-in-trade or a loss incurred in the course of the 
business and as incidental to it. It should not merely be connected 
with the business, but it should really be incidental to the trade. 
Any loss which is not a revenue loss would be a capital loss. 

What is it that makes the misappropriation or the interception 
of the funds of the assessee by a subordinate a trade loss ? 

It is the employment of subordinates and the necessity to 
employ them and to entrust them with various duties including 
collection of moneys that makes the loss a loss arising in the course 
of the business. The trade cannot be carried on without the em¬ 
ployment of the servants and it is impossible to carry on the trade 
without reposing confidence in them. If, taking advantage of the 
situation in which they are placed and of the confidence reposed in 
them, they pocket a portion of the funds and intercept them without 
allowing such funds to reach the till, it follows that the loss incurred 
by such embezzlement is a loss in the course of the trade. 

If, however—and this is the line of demarcation—the funds 
reach the till, and the moneys get home to the person entitled to 
their custody and control, and if thereafter the funds are lost either 
by theft or by embezzlement, such loss is altogether outside the 
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trade and the course of the business. This theory is, howeven 
inapplicable to a business such as banking or money-lending . 


Illustrations 

(1) A loss of stock-in-trade by fire or by ravages of white ants 
or by theft is a revenue loss, but the loss arising from the destruc¬ 
tion of a capital asset is a capital loss. 

(2) The loss caused to a business by reason of defalcations 
by an employee is a trading loss and the assessee is entitled to 
claim the amount of the loss as a permissible deduction. This deduc¬ 
tion is permissible as a trading loss and not as expenditure under 
section 10(2)(xv), because it is not expenditure. If embezzled 
moneys which have been treated as a revenue loss in any year are 
subsequently recovered, they should be brought in as a revenue 
receipt in the year of recovery. 

When loss by embezzlement by employees is claimed as a 
deduction, the material date is not the date when the embezzlement 
took place but the date when the loss is caused. So long as there 
is any possibility of the money being recovered from the employee 
who has embezzled the money, there is no loss to the assessee- It 
is only when it is clear that the money cannot be recovered that the 
loss is caused ( 27 I.T.R . 700). 

(3) Once the revenue receipts have found their way into the 
till they become part of the capital of the business. Therefore 
when a trader is robbed of his cash by a stranger to the business 
e. g-, where dacoits enter into his office and rob the cashier of his 
cash or when money is stolen from his employee who is carrying 
it to the bank, the loss is a capital loss. 

(4) Shortage in cash in a money-lending business found on 
making up the accounts of the day is a revenue loss because cash in 
a money-lending busines is stock-in-trade. 

(5) A theft committed by an employee during usual business 
hours is revenue loss, being incidental to the trade ; but a theft 
committed by an employee who breaks into the shop after office 
hours stands on the same footing as a theft by a stranger and is 
therefore a capital loss. 

(6) A loss arising from a payment made in advance to an 
employee is a revenue loss if the advance was made with reasonable 
business prudence- But where the managing director of a company 
was allowed to overdraw on account of the commission payable to 
him, any loss resulting from such overdrawing would be a capital 
loss, because the financial indulgence shown to him by the company 
could not side to be consistent with any trading interest of the 
company. 

(7) A deposit made by a person with a manufacturing com¬ 
pany to secure for himseli an appointment as an agent of the com” 
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pany is capital expenditure. If this deposit is lost through the 
insolvency of the company, the loss would be a capital loss. 

(8) A loss incurred on the sale of capital assets is a capital 
loss, but a loss on the sale of stock-in-trade is a revenue loss. 

(9) The assessee had a munim who had a general power of 
attorney for the conduct and management of the assessee’s 
business at Bombay and other places- The munim withdrew from 
the bank account of the assessee five sums of money amounting to 
Rs. 2,30,630 which he misappropriated. The assessee sued the 
munim for the amounts withdrawn and obtained a decree- Aftei 
giving credit for the amounts realised by the execution of the decree 
and adjusting certain other amounts towards salary, etc-, the assessee 
wrote off the balance of Rs- 2,02,442 and claimed it as an allowance 
under section 10(2)lxv), 

It was held that whenever the moneys of the business of the 
assessee were credited in his bank account they must be deemed to 
have reached him, and therefore the lofs resulting from the mis¬ 
appropriation of the munim by operating on the account could not 
be regarded as a loss in business and was not an allowable deduc¬ 
tion under section 10(2)(xv) or under the general principles of 
determining the profit or loss of the assessee. The mere fact that 
the munim was able to withdraw the money by reason of his b ung 
a subordinate was not sufficient to put the misappropriation on the 
same footing as a loss in trade. 

(10) An assessee carried on business as money-lender, dealer 
in shares and bullion and commission agent, through an agent who 
held a power of attorney which conferred on him large powers of 
management including authority to operate on bank accounts- The 
agent withdrew from the bank account sums aggregating to 
Rs. 2,30,636 and applied them in satisfaction of his personal debts 
incurred in speculative transactions- On being informed of the 
true state of affairs, the assessee cancelled the power of attorney and 
called upon the agent to pay the amounts withdrawn by him- The 
assessee later filed a suit against the agent for recovery of the 
amount but could recover only a sum of Rs. 28,000 and wrote off 
the balance as irrecoverable- The question was whether this 
amount was an admissible deduction in computing the profits of the 
assessee from business for the purpose of income-tax. 

It was held by the Supreme Court (43 I. T. R. 10) that 

(i) the theory that once moneys were put into the bank they 
had “got home” and their subsequent withdrawal from the bank 
would be dehors the business was inapplicable to a business such as 
banking or money-lending ; 

(11) as the business of the assessee consisted in lending moneys, 
realising them and making fresh loans, a continuous operation on 
the bank account by the agent was incidental to the conduct of the 
business ; 
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(in) once it was established that the agent was in charge of 
the business, that he had authority to operate on the bank account* 
and that he withdrew moneys in the purported exercise of that 
autho ity, his action was referable to his charactei as agent and any 
loss resulting from misappropriation of funds by him was a loss 
incidental to the carrying on of the business > e nd 

(iv) the loss sustained by the assessee as a result of appro* 
priation by the agent was one which was incidental to the carrying 
on of the business and should therefore be deducted in computing the 
profit under section 10(1). 



CHAPTER 4 


INCOME EXEMPT FROM TAX 


Incomes exempt from tax under the Act are of two kinds. 
Certain incomes are not only exempt from tax but are also excluded 
from th e total income. Certain incomes are exempted from tax but 
they are to be included in the total income. It means that the total 
income of an assessee is not necessarily wholly subject to tax, for it 
may include incomes which are exempt from tax but which are 
included for the purpose of determining the rate of tax applicable to 
the chargeable income. 

Section 16(l)(a) gives a list of those incomes which are 
exempt from tax but which are to be included in the total income. 

Where the Act grants exemption | from tax in respect of a 
certain kind of income that income does not form part of the total 
income unless there is some other provision of the Act making it 
includible in the total income (C./.T vs.N.M.Raiji), 

{A) Incoir es exempt from tax and excluded from total income; 

Section 4(3) exempts certain incomes from tax and excludes 
them from the total income of the person receiving them. Here the 
word ‘receiving’ means not only actual receipt but also what is 
deemed to be received under the Act. The onus of proving that a 
particular income is exempt under this sub-section is on the assessee. 
The incomes exempted from tax under section 4(3) are as follows:— 

(i) Income derived from property ( any kind of property inclu¬ 
ding a business ) held under trust or other legal obligation for a 
religious or charitable purpose. 

Charitable Purpose . This means relief of poverty, education, 
medical relief and any other object beneficial to the general public. 
A purpose must, in order to be charitable, be directed to the benefit 
■of the community or a section of the community and not to the 
benefit of particular private individuals. 

If it is a religious purpose, it should not relate to a private 
Teligious endowment. The exemption is confined to public religious 
trusts and does not extend to private religious trusts which do not 
endure for the public benefit. 
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However, where the trust is for the benefit of the public and the 
trustees are given a discretion to give preference to the employees of 
the settlor’s company, it would be a valid charitable trust (14 /. T. 
R. 228). 

A trust would not be a public religious trust if the beneficiaries 
are specific individuals or are capable of being ascertained 
(34. I. T R. 656). 

Conditions for Exemption. A charitable institution must satisfy 
the following conditions for obtaining exemption from tax on its 
income :— 

(a) The property from which the income is derived must be 
held under trust or other legal obligation for religious or charitable 
purposes. 

(b) In the case of property held wholly for such purposes, the 
exemption is confined to only such portion of its income as is actua¬ 
lly applied or accumulated for application to such purposes ; while 
in the case of property so held in part only for such purposes, the 
exemption is confined to income in fact applied or finally set apart 
for application to such purposes. However, the exempt income is 
liable to tax when it is diverted to any other purpose or ceases to be 
set apart for religious or charitable purposes. 

(c) The charitable purpose should normally relate to some¬ 
thing done within India. However, where the funds of a charitable 
trust are applied outside India, the Central Board of Revenue is 
empowered to grant exemption (a) if the charitable trust was created 
before 1st April 1952 or (b) if the trust was created after 1st April 
1952 but its funds are used for objects of international welfare in 
which India is interested, such as approved schemes of medical 
research. 

(d) If the income is derived from a business canied on on 
behalf of a charitable institution, the income will be exempt only 
when it is applied solely to the purposes of the institution and when 
cither the business activities are in themselves the primary purpose 
of the institution or the work in connection with the business is 
carried on mainly by the beneficiaries. An example of this is an 
industrial school of a charitable institution manufacturing and 
selling furniture in which the students themselves carry on the work. 

It should be particularly noted that the exempt income is liable 
to tax when it is diverted to any other purpose or ceases to be set 
apart for religious or charitable purposes. 

(ii) Income of a religious or charitable institution derived 
from voluntary contributions. This is exempt only when it is 
applicable to religious or charitable purposes, 

(iia) Income of any association or institution established in 
India having as its object the control, supervision, regulation or 
encouragement in India of the games of cricket, hockey, football. 
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tennis or such other games or sports as may be notified by the^ 
Central Government. The association or institution must be approved- 
by the Central Government, and its income must be applied solely^ 
to the objects for which it is established. 

(aii) Income of local authorities. The profits made by a 
local authority from the supply of commodities or services outside 
its jurisdictional area are however taxable. 

(it;) Interest on securities held by a provident fund governed 
by the Provident Funds Act of 1925. 

(v) Omitted. 

(in) Any special allowance or benefit (not being an enter¬ 
tainment allowance and not being a perquisite taxable under the head- 1 
salaries) specifically granted to meet expenses of the duties of an 
office or employment of profit, to the extent to which such expenses 
are actually incurred for that purpose. 

Travelling allowance, conveyance allowance and sumptuary 
allowance are examples [of this exemption. 

This exemption applies even though there is no relation of 
employer and employee. In order that this exemption may be 
available, the following conditions must be satisfied i— 

(a) The allowance or benefit must have been specifically 

granted to meet expenses to be incurred by the employee 
or the other person in the performance of his duties ; 

(b) The expenses must have been incurred wholly and neces¬ 

sarily in the performance of such duties ; and 

(c) The actual amount of expenses incurred (which alone is 

eligible for the exemption) must be proved by the 
assessee. 

The provision is intended to check the abuse of persons getting 
large tax-free allowances which are really an additional source of 
income to them. Where the specific allowances are reasonable with 
reference to the nature of the duties performed by the assessee and 
are not unduly high compared to the remuneration received by him,, 
the Income-Tax Officer may not call for details of expenses actually 
incurred by the assessee with a view to disentitle him from the 
exemption to some extent. 

Entertainment allowance, received by an employee or any other 
person is, therefore, no longer exempt. It should be included in the 
income of the recipient. 

A salaried employee, who is in receipt of an entertainment 
allowance, is however entitled to a deduction from his salary income 
on account of entertainment allowance as explained in a later 
chapter. 

There may be persons who are in receipt of an entertainment 
allowance though they are not strictly employees (e. g., directors of 
companies). In their case, the entertainment allowance will be- 



INCOME EXEMPT FROM TAX 


57 


taxed as income from other sources; but in practice a deduction up 
to a maximum of 20 per cent of their emoluments (such as directors’ 
fees, etc.) or Rs. 7,500 whichever is less will be given, provided 
there is reason to believe that some expenditure had been incurred 
out of the allowance for the purposes of the grantor of the allowance 
and provided further that the allowance was continuously received 
as a matter of course up to 1st April 1955. 

(via) The value of free or concessional passages received by 
a non-Indian national from his Indian employer in connection with 
his proceeding on home leave out of India is exempt from tax. A 
similar concession is also granted to Indian employees proceeding 
on leave to their home town or village in India. 

(vii) Casual income. The word casual can only be applied 
to accidental or fortuitous receipts, occurring without stipulation, 
contract, calculation, or design. It must be in the nature of an 
unforeseen windfall, like the finding of an article of value, or money 
won in a bet or the getting of an unexpected gift or legacy. The 
following receipts are not casual income : 

( 4 ) Receipts arising from business or the exercise of a 
profession, vocation or occupation ; 

(b) Receipts which are not of a casual and non-recurring 
nature ; and 

(r) Receipts which are by way of addition to the remuneration- 
of an employee. 

Adventure in the nature of trade . This question must be 
examined with reference to section 10, section 2(4) and section 4(3). 
Section 10 provides that the tax shall be payable by an assessee in? 
respect of the profits of any business carried on by him. The term 
“business’’ is defined in section 2(4), which states ; “Business 
includes any trade, commerce or manufacture or any adventure 
in the nature of trade, commerce or manufacture”. Reading section 
2(4) in the context of section 10, it is clear that not only income 
derived from trade, but income derived from any adventure in the 
nature of trade is also treated as business income and is therefore 
taxable under section 10. 

Clause (vii) of section 4(3) provides for the exemption of 
receipts of a casual and non-recurring nature, but at the same time 
enacts that if such receipts are receipts from business they will be 
treated as business income. It provides by implication that any 
casual receipt from trade or from an adventure in the nature of trade 
should be regarded as income and should be assessable to tax. 

Wliat are the tests for determining whether a transaction is ta 
be taken as an adventure in the nature of trade ? It is not possibly 
to give a categorical answer to this question. The answer depends 
Very much upon the facts and circumstances of each case. 
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The general principles to be adopted in deciding this question 
have been summed up by the Supreme Court in Venkataswami 
Naidu & Co. vs. C. I. T. ( 35 I. T. R. 609). These principles are as 
follows: 

1 . Was the purchaser a trader and were the purchase of the 
commodity and its resale allied to his usual trade or business or 
incidental to it ? Affirmative answers to these questions may 
furnish relevant data for determining the character of the transaction. 

2. What is the nature of the commodity purchased and 
Tesold and in what quantity was it purchased and resold ? If the 
commodity purchased is generally the subject-matter of trade and if 
it is purchased in very large quantities, it would tend to eliminate 
the possibility of investment for personal use, possession or 
enjoyment. 

3. Did the purchaser by any act subsequent to the purchase 
improve the quality of the commodity purchased and thereby made 
it more readily resaleable ? 

4. What were the incidents associated with the purchase and 
resale ? Were they similar to the operations usually associated with 
trade or business ? 

5. Are the transactions of purchase and sale repeated ? 

6 . In regard to the purchase of the commodity and its 
subsequent possession by the purchaser, does the element of pride of 
possession come into the picture ? A person may purchase a piece 
of art, hold it for some time and if a profitable offer is received may 
sell it. During the time that the purchaser had its possession he 
may be able to claim an aesthetic satisfaction ; and if such a claim 
is upheld that would be a factor against the contention that the 
transaction is in the nature of trade. 

7. Was the purchase made with the intention to resell it at 
a profit ? The presence of such an intention is no doubt a relevant 
factor and unless it is offset by the presence of other factors it would 
raise a strong presumption that the transaction is an adventure in 
the nature of trade. 

These and other considerations are set out and discussed in 
judicial decisions which deal with the character of transactions alleged 
to be in the nature of trade. In considering these decisions it would 
be necessary to remember that they do not purport to lay down any 
general or universal test. 

The Supreme Court has also held that, where a transaction is 
not in the line of the business of the assessee but is an isolated or 
single instance of a transaction, the onus is on the Department to 
prove that the transaction is an adventure in the nature of trade 
(37 L T. R. 242). 

Casual receipts not arising from a business, profession, 
vocation or occupation and not being by way of an addition to 
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remuneration are exempt from tax. But an income accruing to a 
person by virtue of some service rendered by him is taxable. Thus, 
commission earned by the directors of a company for their 
guaranteeing the company’s overdraft with a bank, though casual, is 
an emolument for services rendered. Similarly, a receipt by a lawyer 
of a large sum of money from a third party (other than his client) 
who had been benefited incidentally by the seivices rendered by the 
lawyer to his client, though casual, is one arising from the exercise 
of a profession and hence taxable. 

On the other hand, when a receipt comes by way of a gift to a 
person for personal reasons, though he may be exercising a profes¬ 
sion it is a casual receipt. It would stand on the same footing as an 
income acquired by a person who wins a prize in a lottery. 

In the following cases the income is not a casual income, 
because it either arises from a business, profession, vocation or 
occupation or it arises from an adventure in the nature of trade :— 

(1) The assessee, a retired judge of the Madras-High Court? 
agreed to serve as an arbitrator for inquiring into and repoiting 
about a dispute which had arisen between two district hoards. The 
Government agreed to pay him for the work a lump sum of Rs-3,000. 
This receipt is not casual income, as it arose from the exercise of 
the occupation ol an arbitrator by the assessee. It is not necessary 
that the person exercising the occupation should be of the said 
occupation already. 

(2) The assessee, a company formed with the object, inter 
alia, of purchasing, clearing and improving of estates and the culti¬ 
vation and sale ot tea, coffee etc., in such estates, purchased a tract 
of land, part of which had already been cultivated with tea and the 
rest of which was a jungle capable of being cleared and made fit for 
plantation. The company began clearing the jungle of trees in order 
to make the land lit for cultivation and stocked in the estate the 
trees that were cut. Subsequently, the company entered into an 
agreement with a timber merchant for clearing the rest of the jungle 
ot all trees and for sale of the timber in the market. The trees that 
were cut by the company and by the timber merchant were, 
transposed to a place which was a centre of timber trade and sold 
in the open market. The profit made from the sale of timber is not 
a casual income- A receipt of momy which is known, foreseen, 
anticipated and worked for in the course ot carrying on a business is 
not a casual receipt. 

(3) A is a money-lender. If his debtors are unable to pay, 
he accepts movable and immovable properties in satisfaction ot his 
debts. He so accepts a piece of laud and sells the same later on at 

a profit. 

(4) A is a cotton merchant- During a crisis in the cotton 
market he is appointed to wind up the affairs of a cotton firm and 
receives a commission for his service. 
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(5) A was once a cloth merchant which business he had giver*, 
up. He successfully negotiated the sale of certain cotton mills and 
received a commission- 

(6) A, a layman, finances a litigation by advancing loans to a 
suitor with a stipulation for the return of the amounts advanced 
with a lump sum profit on the successful termination of the suit- 

(7) A, a layman, purchases a large plot of land, divides it 
into smaller plots for building sites and sells them at a profit- 

(8) A, a money-lender, purchases a large quantity of gold and 
finds the necessary funds for this purpose by withdrawing his fixed 
deposits before maturity and also by borrowing- He then sells the 
gold at a profit. 

(9) An insurance agent obtains a money prize for having 
produced the highest business for the insurance company of which 
he js the agent- 

(10) A gratuity paid to the secretary of a company for 
additional -services rendered in connection with a sale of the com¬ 
pany’s shares. 

(11) A receipt of interest which is foreseen and anticipated 
cannot be regarded as casuaL income even if it is not likely to recur 
agam. That which reaches the hand of the recipient as interest 
upon a principal sum is income liable to tax, notwithstanding that 
it may come to him in a single sum and as the result of a hostile 
suit- 

In the following cases the income is a casual income, because it 
neither flows from a business or profession nor does the transaction 
constitute an adventure in the nature of trade :— 

(1) A merchant dealing in hides agreed to act as an arbitrator 
settling the differences amongst the heirs of a nawab- He had not 
stipulated for, or been promised, or had even expected any remune¬ 
ration. He was, however, paid Rs- 7,000 by the Court. This is 
casual income, as it did not arise from the exercise of any profession, 
vocation or occupation. This payment was a casual gilt for good 
work, when there was no stipulation to pay, or promise to pay or 
obligation to pay or an expectation of payment at the time the work 
was taken on. 

(2) A purchases a house for his own residence and later on 
sells it at a profit- 

(3) A buys government securities and later on sells them at 
a profit in order to procure money for giving a loan to a friend. It 
is proved that he has been investing his capital in government 
securities for many years, and except for this transaction he only 
once before made a sale of government securities. 

(4) X was an employee of Y who owned a sugar factory- Y 
transferred the factory to a new limited company* X induced a 
number of persons to invest their capital in the company, and the 
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-directors of the company, in recognition of X’s services, allotted to 
him shares of the value of Rs. 15,000. This gift from the directors 
was purely voluntary and there was no previous agreement or 
understanding, X having acted merely with a view to assisting his 
employer. The receipt of shares was a mere windfall. 

(5) Receipts from a hobby (e. g., stamp-collecting or garde¬ 
ning) are casual income ; but after a hobby has grown into a 
concern in the nature of trade, the receipts would be taxable. 

(vizi) Agricultural income. Income falling within the defini¬ 
tion of agricultural income (as explained in the first chapter) is 
exempt as such, howsoever and by whomsoever it may be received. 
The exemption is conferred, and conferred indelibly upon a particular 
kind of income and does not depend on the character of the recipient. 

(ix) Income of a recognised provident fund. Under this head 
the income received by the trustees of a recognised provident fund 
is exempt. What is a recognised provident fund will be explained in 
the next chapter. 

(#)(a) Any income received by the Ruler of an erstwhile 
Indian State as his privy purse and (b) remuneration received by 
consuls, trade commissioners and similar official representatives of 
foreign governments in India. Exemption (b) is intended only for 
fulltime official representatives and members of their staff who are 
citizens of the foreign State concerned. 

(xa) Any allowances or perquisites paid or allowed outside 
India by the Government to a citizen of India for rendering service 
outside India. 

(a;i) Any salary of a Nepalese member of the Nepalese 
Military Force serving with the Armed Forces of the Indian Union 
or any foreign income which is brought into India by any such 
member. 

( xia) Investment income of a registered trade union, i. e., any 
income chargeable under the heads interest on securities, income 
from property and income from other sources. 

(zii) Any income chargeable under the head income from 
property (i. e ., when a building is not used for business purposes) in 
xespect of a building erected between 1st April 1946 and 31st 
March 1956 is exempt from tax for two years from the date of such 
erection. 

(xm) Income of an approved scientific research association 
where the income is applied solely to the purposes of that associa¬ 
tion and accrues after 31st March 1949. 

(xiv) The remuneration of an employee of a foreign concern 
e. g., a technician deputed by a foreign firm to work in India, 
is exempt from tax, provided (a) the stay of the employee in 
India does not exceed 90 days in the aggregate, and (6) the foreign 
enterprise which sends him out to India is not engaged in any trade 
-or business in India. 
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(viva) This clause also exempts from tax the remuneration of 
foreign technicians employed by Government, a local authority, a 
statutory corporation or in any piivate business carried on in India f 
for a limited period, namely ; for the year of arrival and the next 
year, provided the foreign technician was not resident in India in 
any of the four financial years immediately preceding the year of 
his arrival. 

If such a person remains in India for 365 days or more, only 
his remuneration for 365 days in all commencing from the date of 
his arrival will be exempt, whether such remuneration falls in one 
assessment year or in two assessment years. 

This exemption applies only to remuneration received in India 
as a technician and not to his other income earned in India. 

In the case of a foreign technician, whose contract of service 
was approved by the Central Government, his remuneration for 36 
months is exempt. Further, if after this period of 36 months, the 
technician’s services are retained in India and the employer pays tax 
on the technician’s salary, the amount paid as tax by the employer 
will not be treated as part of the employee’s salary. This concession 
will be given for a period of 24 months after the expiry of the initial 
tax-free period of 36 months. 

The term 'technician’ means a person having specialised 
knowledge and experience in constructional or manufacturing 
operations or in mining or in the generation or distribution of 
electricity or any other form of power, who is employed in India in 
a capacity ill which such specialised knowledge and experience are 
actually utilised. 

(aaffr) Salary of a non-resident who is not a citizen of India 
for services rendered in connection with his employment on a foreign 
ship where his total stay in India does not exceed 90 days in the 
previous year. 

(,rti) Remuneration received from a foreign government by 
persons coming to India in pursuance of an agreement between the 
Government of India and the Government of a foreign State in 
connection with any co-operative technical assistance programme. 

(xvi) Interest received on the bonds issued by the Central 
Government or by any industrial undertaking or financial corpora¬ 
tion in India under a loan agreement with the International Bank of 
Reconstruction and Development. This exemption is available only 
to non-residents. 

(xvii) Monthly payments on the 15-year annuity certificates 
issued by the Central Government. 

(■ xviia ) Interest on treasury savings deposit certificates, post 
office cash certificates, post office national savings certificates, 
national plan certificates, 12-year national plan savings certificates 
and such other certificates issued by the Central Government as that 
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Government may specify in this behalf, and interest on deposits in 
post office savings banks. 

(xviib ) This clause exempts from tax interest payable by— 

(a) Government or a local authority on moneys borrowed by 

it from a person not resident in India or from an insti¬ 
tution established outside India ; 

(b) an industrial undertaking in India on moneys borrowed 

under a loan agreement entered into with a foreign 
financial institution approved in this behalf by the 
Central Government ; or 

(c) an industrial undertaking in India on any moneys 

borrowed or debt incurred by it in a foreign country in 
respect of purchase outside India of capital goods, where 
the loan or debt is approved by the Central Government. 

(xvhi) Interest on securities held by the Issue Department of 
the Central Bank of Ceylon. 

(zu;) Daily allowance received by the members of Parliament 
or of a State legislature or of any Committee thereof. 

(#.e) Any income from interest payable outside India on a 
loan issued for public subscription before 1st April 1938 where such 
interest is payable to a non-resident, but such income is to be 
included in the total world income notwithstanding anything in 
section 2(15). 

(n\ri) Membeis of the Assam Hill tribes are exempt from tax 
whether they continue to reside within the tribal areas or migrate to 
the Union Territories of Manipur and Tripura. 

(<un) Any payment made, whether in cash or in kind, by the 
Central Government or any State Government to recipients of 
gallantry awards is exempt from tax under this clause. There are 
three awards for gallantry instituted by the Central Government, 
namely, Vir Chakra, Maha Vir Chakra and Param Vir Chakra for 
meritorious service rendered by members of the Defence Services ; 
and there is also a similar award Ashok Chakra which can be made 
to both civilians and members of Defence Services. A small pension 
called “additional pension” is usually attached to these awards. 
The State Governments also grant rewards to the recipients of the 
awards. 

(2) Under section 14(1), any sum received by a person in his 
or her capacity as a member of Hindu undivided family out of the 
income of the family or out of the income of the holder of an 
impartible estate, is exempt from tax. 

(3) Under section 58R, income derived from investment and 
deposits of an approved superannuation fund is exempt from tax. 
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(B) Incomes exempt from both income-tax and super-tax but 

included in total income ; 

(i) Under section 14(3), certain incomes of a cooperative 
society are exempt from tax. This is explained fully in a subsequent 
chapter dealing with cooperative societies. 

(ii) Under section 14(4), no tax is payable by an assessee, who 
is a member of a cooperative society, in respect of any dividends 
received by him from the society. 

(iii) Under section 14' v 5), no tax is payable by an assessee, 
who is an authority constituted under any law for the marketing of 
commodities (e.g., marketing committees) in respect of any income 
from the letting of godowns or warehouses. 

(ru) Under section 15B, donations to charitable institutions 
are exempt from both income-tax and super-tax in the case of 
assessees other than companies under certain conditions. In the 
case of companies, this exemption is available only for income-tax 
and not for super-tax. This is explained in detail later in this 
chapter. 

(u) Under section 15C, so much of the profits of a new 
industrial undertaking as is equal to 6 per cent per annu w of the 
capital employed by it is exempt from bolh income-tax and '.upjr-tax 
for five assessment years. 

(C) Incomes exempt from income-tax (but not from super¬ 

tax) and included in total income. 

(i) Under the first proviso to section 7(1), sums deducted by 
Government from the salary of a government servant for securing 
to him a deferred annuity or for making provision for his wife or 
children, not exceeding onefifth of his salary. 

(ii) Under the second and third provisos to section 8, interest 
received from tax-free government securities. 

(in) Under section 14(2), share of profits from an unregistered 
firm or other association of persons on which tax has already been 
paid by the firm or the association. 

(ii;) Under section 15(1), premiums for insurance on the life 
of the assessee or on the life of his wife or her husband (or in the 
case of a Hindu undivided family, on the life of any male member 
or his wife), provided the annual premium does not exceed 10 per 
cent of the sum assured exclusive of any bonus additions. 

(u) Under section 15(1), any sum paid in respect of a con¬ 
tract for a deferred annuity on the life of the assessee or on the life 
of his wife or her husband (or in the case of a Hindu undivided 
family, on the life of any male member or his wife). 

(iv) Under section 15(1), contributions made by an employee 
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io a provident fund to which the Provident Funds Act of 1925 
applies. 

(tm) Under section 58F, an employee’s own contributions to 
a recognised provident fund, provided the amount is not more than 
one-fifth of his salary for the year or Rs. 8,000 whichever is less. 

(urn) Under section 58R, contributions made by an employee 
to an approved superannuation fund. 

Important Note : Exemptions (1), (iv), (v), (vi), (vii) and (viii) 
taken together should not exceed, in the case of an individual, one- 
ifourth of his total income or Rs. 8,000 whichever is less, and in the 
case of a Hindu undivided family, one-fourth of its total income or 
Rs. 16,000 whichever is less. 

<(D) Exemption from Super-tax : 

(1) New Industrial Undertakings. This is explained fully in a 
subsequent chapter dealing with new industrial undertakings. 

(2) Exemption from Super-tax of certain Dividends . Ordinarily, 
a company which invests its funds in other companies has to pay 
super-tax on the dividends received by it from these other companies, 
notwithstanding the fact that the company declaring the dividend 
has also to pay super-tax on the profits out of which the dividends 
are declared. 

In order to encourage companies to invest their surplus funds 
iin other Indian companies, section 56A exempts from super-tax the 
dividend received by a company (whether Indian or foreign) from 
an Indian company (not necessarily a subsidiary), if the following 
•conditions are fulfilled : 

(a) That the dividend-paying Indian company is formed and 

registered after 31st March 1952. 

(b) That it is engaged wholly or mainly in certain specified 

industries. At present the industries specified are :— 

1. Coal, including coke and other derivatives. 

2. Iron and steel. 

3. Motor and aviation fuel, kerosene, crude oils and synthe¬ 

tic oils (not being oil exploration). 

4. Heavy chemicals including fertilisers. 

5. Heavy machinery used in industry. 

6. Machinery and equipment for the generation, transmission 

and distribution of electric energy. 

7. Non-ferrous metals including alloys. 

8. Paper including newsprint and paper board. 

9. Internal combustion engines. 

10. Power-driven pumps. 

HI. Automobiles. 

12. Tractors. 

13. Cement, 

14. Electric motors. { 

, 5 
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15. Locomotives. 

16. Rolling stock. 

17. Machine tools. 

18. Agricultural instruments. 

19. Ferro manganese. 

20. Dyestuffs. 

21. Refractories. 

(c) That it satisfies the conditions under which the exemption* 
provided by section 15C will be available. These condi- 
tions are mentioned in a subsequent chapter dealing with 
new industrial undertakings'. 

This exemption is also available for dividends declared on> 
fresh capital issued (after 28th.. February 1953) by existing Indian 
companies engaged in the specified industries for the purpose of 
acquiring funds for increasing their production or for starting a 
separate unit for the production of any one or more of the specified 
items. In such cases, the project on which the fresh capital is 
utilised should not be one formed by the splitting up or the 
reconstruction of business already in existence or by the transfer of 
buildings, machinery or plant used in a business which was being 
carried on before 1st April 1948. Further, the plant and machinery 
installed should form a distinct addition to the assets already in 
existence and should not be of the nature of replacement of machinery 
or plant which is either obsolete or unserviceable or likely to 
become so. 

Distinction between Section 15C and Section 56A. The tax. 
concessions allowed by these two sections differ in the following, 
respects, namely : 

(a) Under section 15C (4), all shareholders of a new company 

in whatever industry it is engaged get the benefit of 
exemption from super-tax on dividends attributable to 
a profit equal to 6% per annum on the capital employed 
by the company. Under section 56A, there is complete 
exemption from super-tax, provided the shareholder is- 
itself a company and the new company is engaged in one 
of the basic industries. 

(b) The benefit of section 15C(4) is available for income-tax 

also ; but section 56A does not extend to income-tax. 

(c) The benefit of section 15C(4) is available for five assess¬ 

ment years next following the previous year in which 
production begins. There is no time limit for the 
benefit of section 56A. 

(3) Investment Companies The dividends received by an* 
investment trust company from another company, out of profits 
which have been assessed or are assessable to super-tax, are liable 
to income-tax but not to super-tax if the investment trust company 
fulfils the following conditions ;— ' 

(a) That it is a public company as defined in section 23A ; 
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(b) That it is not formed for acquiring control over another 

group of companies; 

(c) That its principal business is that of holding investments 

and not of dealing in them ; and 

(d) That the control and management of its affairs is situated 

wholly in India. 

(4) Registered Firms. A registered firm has to pay income-tax 
if its total income exceeds Rs. 40,000, but no super-tax is payable 
on such income, because a registered firm is not liable to super-tax. 

(E) Charitable Donations. 

Under section 15B, no tax is payable by an assessee in respect 
of any sum paid by him on or after 1st April 1953 as donation to* 
any institution or fund established in India for a charitable purpose, 
the income of which is exempt under clause (t) of section 4(3) and 
which satisfies the following conditions 

(i) That it is not for trie benefit of any particular community; 
(ii) That it is under a trust, or is a registered company or 
society, or is a university or a recognized educational 
institution, or is run by Government or a local autho¬ 
rity ; and 

(in) That it keeps regular accounts. 

Also no tax is payable by an assessee in respect of any sum paid! 
by him on or after 1st April 1960 as donations to the Government 
or to any local authority to be utilised for any charitable purpose. 

This exemption is admissible only when the aggregate amount 
of donations paid (i) is not less than Rs. 250 and (ii) is not more 
than Rs. 1,50,000 or 7£% of the total income of the assessee (as 
reduced by any portion thereof exempt from tax under any other 
provisions of the Act, e. g., share of income from an unregistered 
firm, life insurance premia, etc.) whichever is less. 

Except in the case of companies this exemption is admissible 
both for income-tax and super-tax. Companies can claim exemp¬ 
tion only for income-tax. 

The amount of exempted donations is to be included in the 
total income of an assessee, and the amount of tax relief thereon is 
to be worked out at the average rate of tax. 

The amount by which the tax payable by an assessee is reduced 
on account of an eMaption under this section shall in no ca$e exceed 
half the amount of fte donation in respect of which the exemption 
is allowed. 

Where the donation is made out of the income of the 
relevant accounting year, and the assessee has taxable as well as non- 
taxable (e. g., agricultural) income, and there is no evidence to show 
that the donation has been made out of non-taxable income, the 
entire amount of tha donation would be entitled to exemption under 
this section, provided it does not exceed the amount of taxable 
income {36 I. T. R. 94). __ 
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Section 3 charges the total income of an assessee (subject to 
certain statutory exemptions) ; section 4 defines the extent of the 
total income according to the residence of an assessee ; while section 
6 prescribes six heads under which the income of an assessee is to be 
charged. These six heads are :— 

(i) Salaries (section 7). 

(ii) Interest on securities (section 8). 

(m) Income from property (section 9). 

(iv) Profits of business, profession or vocation (section 10). 

(v) Income from other sources (section 12). 

(w) Capital gains (section 12-B). 

The method of computing income and the permissible deduc¬ 
tions vary with the different heads of income. Therefore sections 
7, 8, 9, 10, 12 and 12B deal separately with each head of income. 

Income-tax is only one tax levied on the total of the taxable 
income under the various heads. A loss sustained in any year under 
one head of income is to be set off against income under any other 
head in that year, as provided in section 24(1). Moreover, a loss 
sustained in respect of a source of income under any one head 
should be set off against income from another source chargeable 
under the same head in order to arrive at the taxable income under 
that head. For instance, where an assessee carries on both a 
business and a profession, any loss in business should be deducted 
from professional income before arriving at the figure of taxable 
profits under the head ‘profits of business, profession or vocation.’ 

Income which is made chargeable under a distinct head cannot 
be taxed under a different head. Interest on securities is a specific 
head of income falling under section 8. Therefore it cannot be 
charged under section 10 as profits of business even if the securities 
are held as a trading asset. If a case appears to fall wiihin either of 
two heads of income, it is the right of the assessee to claim that he 
should be taxed under that head which leaves him with a lighter 
burden. 
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Salaries 

Section 7 taxes every kind of remuneration of every kind of 
employee, whether public or private. The ony employee, whose 
remuneration does not fall within this section, is the employee of a 
foreign government. 

No payment can be taxed under this section unless the relation¬ 
ship of employer and employee exists between the payer and the 
payee. The fact that a person may hold an office and should 
receive a remuneration by virtue of that office does not necessarily 
bring about a relationship of master and servant between him and 1 
the person who pays him the remuneration, or the relationship of an 
employer and employee. 

A film actress entered into various contracts for serving with 
various film companies. The contracts were to the effect that her 
services were to be lent for purposes of acting in different films at a 
certain jemuneration fixed in the contracts. It was held that her 
income should be computed under section 10 and not under section 
7 because she entered into various contracts in order to carry out her 
profession of a film actress. Her employment was temporary and 
incidental to her profession and she had no intention of engaging 
permanently with any company. She was completely free after her 
contracts were carried out to lend her services to any other film 
company. The position would be different if a professional man 
permanently accepted an employment and exchanged his profession 
for service (21 I. T. R. 22). 

The salary chargeable under this section is the salary paid by 
Government, a local authority, a company, any other public body or 
association or a private employer in India. Therefore, salary or 
pension paid by a foreign government is not chargeable under this 
section, but would be chargeable under section 12 as income from 
other sources. 

Place of accrual 'of salary income. The income from salary 
arises at the place where the service, for which it is paid, is rendered. 
Thus, if a person employed in India goes on leave to England and 
gets his leave salary there, the leave salary so paid is income arising 
in India, because it is paid on account of service rendered in India. 
Similarly, if a person employed in India retires and settles in 
England, the pension paid to him in England is Indian income 
because it is paid on account of service rendered in India. On the 
other hand, if a person employed by a company in India is trans¬ 
ferred, to its branch in England, the salary received by him in 
England is not Indian income, but it is income arising in England, 
because the service is rendered in England. 

There is, however, one exception. A pension payable outside 
India to a person residing permanently outside India is not deemed 
to arise in India, if the pension is payable to a person appointed by 
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the Secretary of State or to a person who having been appointed 
before 15th August 1947 as a judge of the Federal Court or of a 
High Court, continues to serve on or after the commencement of the 
Constitution as a judge in India. This is a special concession 
granted to certain officials of Government. 

Taxation of Salaries paid to Non-resident Government Servants. 
A person who is not resident in India is not taxed on the income 
which arises outside India. So Government servants who are posted 
abroad and become technically non-residents after some time are not 
liable to tax on the salaries drawn by them abroad. 

But explanation 2A added to section 4(1) provides that in the 
case of a citizen of India who is employed by the Government , 
income chargeable under the head “Salaries’* which is paid outside 
India would be deemed to accrue or arise in India even if the service 
is rendered outside India, the place of actual accrual of the salary 
being immaterial for this purpose. The intention is to bring to 
charge salaries received by Government servants posted abroad, who 
technically become non-residents after some time and thus escape 
Indian taxation. However, in such cases, allowances and perquisites 
paid or allowed by the Government outside India are exempt from 
tax under section 4(3) (xa). 

What is included in salary. Tax is payable in respect of any 
salary or wages, any annuity, pension or gratuity, or any fees, 
commission, perquisites or profits in lieu of or in addition to any 
salary or wages. Thus, there are three groups of receipts liable to 
tax under this section, namely . ( i ) salary and wages, ( H ) annuity, 
pension and gratuity, and ( iii ) fees, commissions, perquisites and 
profits. The following benefits received by an employee from his 
employer are therefore included under the head salaries ; 

(1) A lump sum paid in commutation, reduction or substitu¬ 
tion of salary, pension or other profits of employment is taxable as 
income under section 7. 

(2) Annuities, pensions and gratuities’ are chargeable under 
this section only when they are paid by the employer whether 
voluntarily or under a contract, A gratuity is a voluntary payment 
in return for services rendered. An annuity paid to an employee 
by a person other than the employer would be taxable under section 
12- Any gratuity, bonus or other payment voluntarily given by an 
employer for services rendered or to be rendered is taxable. But 
if the payment is personal in the sense that it is given to the 
employee, not as the holder of an office or employment, but merely 
as a gift on personal grounds, it is not included in salary and is not 
taxable. 

Although gratuity is taxable under section 1, yet in the case 
of the employees of the Government, local authorities and statutory 
corporations, which have introduced death-cum-retirement gratuity 
schemes, gratuity payments for past services are exempt from tax. 
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(3) Where salary is advanced by the employer by way of loan, 
5t is deemed to be salary due on the date when the advance is 
received. 

The voluntary foregoing by an employee of the salary due to 
him is merely application of the income, and the salary foregone is 
therefore taxable. It would be taxable on the further ground that 
section 7(1) brings to charge salary which is due whether paid or 
not. 

(4) Any fees, commissions prequisites and profits in lieu of or 
iin addition to salary are taxable as salary. 

Perquisites. 

The word ‘perquisite’ means any casual emolument attached 
to an office in addition to salary. Perquisites are in many cases 
in the nature of voluntary payments, but there may also be a legal 
obligation to pay them. It is immaterial whether they are voluntary 
or obligatory. 

According to Explanation 1 to section 7(1), perquisites 
include the following :— 

(1) The value of rent-free accommodation provided by the 
employer or the value of any concession in the matter of rent. 

(2) The value of any benefit or amenity granted by a company 
Tree of cost or at a concessional rate to an employee, who is either 
a director of or who is substantially interested in the company. A 
person is said to be substantially interested in a company if he is 
-concerned in the management of that company and is a beneficial 
owner of shares (other than shares entitled to a fixed rate of dividend) 
carrying not less than 20 per cent of the voting power. 

(3) The value of any benefit or amenity granted to an 
employee, not being an employee referred to in (2) above by his 
employer free of cost or at a concessional rate, if the income of the 
employee under the head “Salaries” (exclusive of any benefits or 
amenities not given by way of monetary payment) exceeds Rs. 18,000 
per annum. 

In computing the amount of salary for this purpose, all cash 
payments made by the employer on behalf of the employee should 
'be added to the regular monthly salary. 

(4) Any sum paid by the employer in respect of any obligation 
which, but for the payment by the employer, would have been pay¬ 
able by the employee, e. g., the sum spent by the employer on the 
education of an employee’s children or the reimbursement by the 
employer of the employee’s club or hotel bills. 

(5) Any sum payable by the employer, otherwise than 
through a recognised provident fund or an approved superannuation 
Ifund, to effect an assurance on the life of the employee or in respect 
<of a contract for an annuity on the life of the employee. 
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Note that the value of a benefit of an amenity mentioned above- 
should be included in the salary of an employee only when it is 
actually granted or provided to the employee. It may be that in 
some cases the employee may waive the benefit due to him under 
the contract of service. In such cases the value of the benefits not 
enjoyed by the employee should not be included in his salary income, 

Strictly speaking, the value of all the above perquisites 
is liable to tax in the hands of an employee, but under executive 
instructions the value of the following amenities is not to be included 
in the salary income :— 

(a) Provision of free medical facilities to the employee or his 

family or the reimbursement of such medical expenses 
if they are reasonable in amount. 

(b) Payment by the employer of the wages of a gardener, etc., 

employed for the proper upkeep of the house belonging 
to the employer but occupied by employee. 

(c) Provision of refreshments during office hours in the office. 

premises, but not of lunch. 

(d) Provision of recreational facilities for employees. 

Valuation of Perquisites. 

According to Rule 24A of the Income-Tax Rules, 1922, 
the value of the perquisites (not provided for by way of monetary 
payment to the assessee) v\ ill be determined in the following 
manner :— 

(a) Rent-free accommodation. The value of rent-free accom¬ 
modation provided by the employer is ordinarily taken at 10% 
of the salary or 124% thereof according as the accommodation is 
unfurnished or furnished. Where, however, the fair rent of the 
accommodation provided is in excess of double the normal 
valuation, the excess over 20% or 25% will also be added to the 
normal valuation. 

Thus, if an employee getting a monthly salary of Rs. 3,000 is 
in occupation of a fully furnished house for which his employed 
pays a rent of Rs. 900 per month, the value of rent-free accommoda¬ 
tion will be as under :— 

Rs. 

12J% of monthly salary of Rs. 3,000 ... 375 

+ Excess over 25% of Rs. 3,000 (900 - 750) ... 150* 


525 


Rs. 525 will be taken , as the value of the rent-free 
accommodation. 

The value of residential accommodation provided at a conces^ 
sional rent will be determined in the alcove manner after deducting' 
the rent paid by the employee. 
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Salary for this purpose includes the pay, allowances, bonus or 
commission payable monthly or otherwise, but does not include the 
following :-p- 

(i) Dearness allowance unless it enters into the compu¬ 
tation of superannuation or retirement benefits of the 
employee. 

00 Employer’s contribution to the provident fund account 
of the employee. 

(Hi) Allowances which are exempted from payment of tax. 

(b) Motor car. The value of a motor car provided by 
the employer for the private use of an employee will be the 
actual amount expended by the employer on the maintenance 
and running of the motor car including the normal wear and tear. 

The value of a motor car provided by the employer partly for 
the personal use of the employee and partly for business purposes 
will be determined in the following manner ;— 

0 Where expenses of maintenance and running are met by 
the employer, Rs. 60 per month in the case of a car 
of not more than 16 h. p. rating and Rs. 125 per month 
in the case of a car of a higher h. p, rating. 

(ii) Where expenses of maintenance and running for the 
personal use of the employee are paid by him, Rs. 25 
per month in the case of a car of not more than 16 h. p. 
rating and Rs. 50 per month in the case of a car of a 
higher h. p. rating. 

The value of the free use by the employee of any other type 
of conveyance will be the sum actually expended by the employer 
on the maintenance and running of the conveyance including normal 
wear and tear. 

(c) Light and Water. The value of the free supply of light 
and water will be the sum actually paid by the employer on that 
account to the agency supplying them. If such supply is made 
from resources owned by the employer, without purchasing them 
from any other outside agency, their value will be taken as nil. 

(d) Education. The value of free education facilities provided 
by the employer for any relative of an employee will be the 
amount of expenditure actually incurred by the employer in that 
behalf. 

(e) Free Transport. The value of free transport provided by 
the employer, who is engaged in the business of transport, to an 
employee and his family will be taken as nil. 

(f) Other Benefits. The value of any other benefits provided 
by the employer will be determined on such basis as the Income-Tax 
Officer considers fair and reasonable. 
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Under section 2(6C)(iii), if the person receiving the benefit or 
indemnity is not art employee of a company but is a director or is 
interested in the company, then the value of the benefit or amenity is 
to be included in the total income of that person as income from 
other sources. Similarly, any sum paid by a company in respect of 
any obligation, which but for such payment would have been payable 
by such a director or such other person as mentioned above, should 
be included in the total inqome of that director or that other person 
as income from other sources. 

Profits in Lieu of Salary. 

According to Explanation 2 to section 7 (1), profits in lieu of 
salary include the following :— 

(1) The amount of any compensation received by an employee 
from his employer or former employer at the termination of his 
employment, whether solely as compensation for loss of employment 
or for any other consideration. 

Whatever may be the consideration on the basis of which the 
compensation is given, if it is given at or ,in connection with the 
termination of the employment, it is to be treated as profit in lieu 
of salary and included in the salary income. It does not matter 
whether the compensation is received by the employee as a matter 
of right or is given voluntarily by the employer. The employee is, 
however, entitled to relief under section 60(2) in respect of the 
compensation. 

(2) Any payment received by an employee from his employer 
or former employer. An amount may be taxable as a profit of 
-employment although it may be paid after the employment has come 
to an end. 

A pension is taxable as income, but a sum received in com¬ 
mutation of pension is a capital receipt, even if the sum in commuta¬ 
tion of the pension rights is paid to the employee while he is 
still in service. Thus, while a lump sum in commutation of future 
salary would be a revenue receipt, a lump sum in commutation of 
pension would be a capital receipt. But any sum paid in commu¬ 
tation of a pension to an employee would be taxable under the 
above provision. 

(3) Any payment received by an employee from an unrecog¬ 
nised provident fund or other fund to the extent to which it does 
not consist of the contributions of the employee and interest on such 
contributions. In other words, only the sum representing the 
employer’s contributions and the Interest on such contributions is 
brought to tax. . It is immaterial whether the payment from the fund 
is made during or at the termination of the employment. 

Exceptions. The following amounts received by an employee 
are not, however, taxable :— 
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Death-cura-retirement gratuity received after 16th April 
1950 under the Revised Pension Rules of the Central 
Government or under any similar scheme of a State 
Government, a local authority, or a statutory 

corporation. 

(b) Any retiring gratuity received after 1 st June 1953 under 

the New Pension Code applicable to the members of the 
defence services. 

(c) Any payment received from a provident fund to which the 

Provident Funds Act, 1925, applies, or from a 
recognised provident fund, or from an approved 
superannuation fund. 

Tax-free Salary. Where a salary is paid tax-free, the employee 
lias to include in his total income the amount of gross salary, that is 
to say, the aggregate of the salary actually received plus the amount 
of tax paid on his behalf by the employer. It makes no difference 
whether the tax is borne by the employer voluntarily or under 
contractual obligation. The employee would, of course, get credit for 
the tax paid on his behalf by the employer. 

The method of grossing tax-free salary is explained and illus¬ 
trated in the chapter dealing with computation of tax 

Basis of Liability. If any of the payments covered by section 7 
<l) becomes due , then irrespective of whether it is or it is not paid 
in the year in which it becomes due, it must be brought under 
assessment as the income of that year. There is no question of 
assessing it as the income of the year when it is actually paid, if it 
is not drawn in the year in which it becomes due The payment 
basis is relevant only for payment of amounts which are not due, 
e. g., advances by way of loan or otherwise of income chargeable 
under section 7. Section 7 does not give an option either to the 
Income-Tax Officer to assess the income in the year of accrual or in 
the year of receipt according to his choice or to the assesses to 
offer it when it becomes due or when it is received as he may please 
{29 I. T. R. 229). 

Where arrears of salary have been taxed on the basis of their 
becoming due, they will not be taxed again when they are received. 
But where any salary has not been assessed on that basis, it will be 
taxed in the year in which it is received. 

Any portion of salary withheld under an order of a court is 
liable to tax. Advances taken by an employee from his employer 
on account of salary are deemed to be salary due on the date when 
the advance is received. Other advances taken by an employee 
from his employer e . g house-building advances, are not deemed 
to be salary because they are loans. 

Strictly speaking, this basis of liability is wholly contrary to the 
fundamental principle of income-tax that tax can be levied only on 
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what has come into the pocket of the assessee ; but this hardship is- 
to a great extent mitigated by the second proviso to section 7 (1), 
namely, that when tax is deductible at source under section 18, the^ 
assessee shall not be called upon to pay the tax himself, unless he- 
has received the salary without such deduction. 

Deductions. The following deductions are allowed in compu¬ 
ting the taxable income from salary :— 

(it Any sum not exceeding Rs. 500 spent by the employee on 
the purchase of books and other publications necessary for the purpose 
of hi> duties. 

(n) In view of the amendment of section 4(3) (vi), enter¬ 
tainment allowances are no longer exempt. Therefore the amount 
of entertainment allowance should be included in salary income 
but after including that allowance the following deductions are- 
a'lowed therefrom : — 

(a) In the case of a Government employee, a sum equal to 

one-fifth of his salary (exclusive of any special allowance 
benefit or other perquisities) or Rs. 5,000 whichever is 
less. This deduction is granted even though the employee 
was not in receipt of an entertainment allowance before 
1st April 1955. 

(b) In the case of any other employee, a sum equal to 

one-fifth of his salary (exclusive of any special allo¬ 
wance, benefit or other perquisities) or Rs. 7,500 which 
ever is less (but not exceeding the amount of the 
allowance), provided he had regularly been rece ving the 
entertainment allowance from his present employer before 
1st April 1955. 

Thus, the amount to be deducted on account of entertainment 
allowance will be the lowest of the following figures, namely : 

(1) One-fifth of salary. 

(2) Rs. 7,500. 

(3) Amount drawn as allowance before 1st April 1955. 

(4) Actual allowance. 

(m) In respect of any conveyance- owned by the assessee and 
used by him for the purposes of his employment, a reasonable 
portion of the expenses and normal wear and tear which can be 
attributed to the use of the conveyance for* purposes of employment 
as distinct from purely private purposes. 

This deduction is not available where the assessee is in receipt 
of a conveyance allowance, whether as such or as part of his salary, 
because conveyance allowance is exempt. 

(in) Any amount actually expended by the employee under 
the conditions of his service (exclusive of any entertainment allow¬ 
ance referred to above) wholly, necessarily and exclusively in the 
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performance of his duties. Thus, where an engineer or an insurance 
.agent is required, by the contract of his service, to maintain a 
motor car for the performance of his duties, the car expenses actually 
incurred in the performance of those duties will be allowed as a 
deduction. 

Illustrations 

(l) On 1st December I960, X drawing a salary of Rs. 1,000 
psr month went to Switzerland on six months’ leave on lull pay. 
His salary for the months of December 1960 and January 1961 was 
remitted to him in Switzerland, but his salary for the remainder of 
his leave was received by him oil his return to India in June 1961. 


His income from salary for the previous year ended 31st 
March 1961 will be taken as Rs. 12,000 which is the amount due to 
him and not as Rs. 10,000 which is the amount actually received by 
liim- 

(2) Y is an employee of a company on a monthly salary of 
Rs- 500- During the year ended 31st March 1961 he actually 
received only six months' salary, the other six months’ being in 
arrear owing to the bad financial condition of the company- 

His income from salary for the previous year ended 31st March 
1961 will be taken as Rs. 6,000. The income-tax on half of this 
amount must have been deducted at source and paid over to Govern¬ 
ment by the employer ; but when his assessment for 1961-62 is 
made, he cannot be called upon under the second proviso to section 
7(1) to pay the tax on the six months’ unpaid salary until he receives 
it from the omployer. 

(3) The manager of a bank has been paid a monthly salary of 
Rs. 5,000 and an annual entertainment allowance of Rs. 5,000 
since 1st April 1952. During the year ended 31st March 1961 he 
purchased some books on the subject of banking law and practice at 
3 l cost of Rs- 650- 

(a) Work out his salary income for the assessment year 

1961-62- 

(b) Would it make any difference if the annual entertainment 

allowance received by him were Rs. 8,000 ? 

- Rs- 

(a) Salary for the year 60,000 

Entertainment allowance for the year 5,000 


65,000 

Less Cost of books required for his duties 500 

Entertainment allowance 5,000 5,500 


Income from Salary 


59,50Q 
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(b) Salary for the year 

Entertainment allowance for the year 


60,000 

8,000 


68,000 

Less Cost of books required for his duties 500 
Entertaiument allowance (one-fifth 
of salary or Rs- 7,500 whichever 
is less) 7,500 8,000 


Income from Salary 60,000 


(4) During the year ended 31st March 1961, an employee of 
a company was getting a monthly salary of Rs- 1,000 and an enter¬ 
tainment allowance of Rs. 250 per month. Prior to 1st April 1955, 
he was drawing an entertainment allowance of Rs. 150 per month* 
The premium paid by the company direct to a life insurance com- 
paay on a policy taken on his life and for his benefit amounted to 
Rs. 300. 

Work out the employee’s income from salary for the previous 
year ended 31st Marjch 1961. 

- Rs. 

Salary as such 12,0011 

Entertainment allowance ... 3,000 

Premium paid by employer on behalf of employee 300 

15,300 

Less Deduction on account of entertainment 

allowance, being the lowest of the following 
figures :— 

(a) Rs. 7,500- 

( b ) one-fifth of salary (Rs. 2,400). 

(c) Amount drawn as allowance before 

1-4-1955 (Rs. 1,800). 

(d) Actual allowance (Rs. 3,000). 1,800 


Income from salary 13,500 

Relief under section 60(2). Where, by reason of any portion- 
of an assessee’s salary being paid in arrears or in advance, or by 
reason of his having received in anyone financial year salary for 
more than twelve months or a payment which is included in his 
salary, his income is assessed at a rate higher than that jtt which it 
would otherwise have been assessed, the Central Government may 
grant him the appropriate relief. 

The relief under section 60(2) is granted according to rules 
made by the Central Government in this behalf. In calculating such 
relief in respect of any year, any advantage gained by the assessee in 
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a past year in which part of his salary was short paid will be taken 
into account. 

Exemption in respect of compulsory deductions. In the case of 
some government servants, compulsory deductions are made by 
Government from out of their salaries for the purpose of applying 
the same as contributions ,fo a government family pension fund or 
to a government provident fund,' tHe benefits of which accrue to the 
wife and children of the employee or to the employee himself after 
retirement. The amount of such compulsory deductions is exempt 
from tax up to a maximum of one-fifth of the employee’s salary. 

Illustrations 

(1) On 1st June 1960, a person was engaged as a salesman in 
a trading firm on a salary of Rs- 250 per month plus a commission 
of 5 per cent on all orders secured through him. Three months 
after his appointment, he was discharged on payment of Rs. 3,000 
as compensation for the termination of his services. The amount 
of orders secured through him during the period of his service was 
Rs. 12,500*. 


His income from salary for the previous year ended 31st March 
1961 will be Rs- 750 for three months’ salary plus Rs. 625 for 
commission plus Rs. 3,000 for compensation; i. e., Rs. 4,375 in all. 
Rs. 3,000 received as compensation for the loss of his employment 
is taxable- 

(2) For many years C has been in the service of a firm on 
Rs. 200 per month but on 1st July 1960 he was retrenched. He 
was a member of an unrecognised provident fund maintained by 
his employer- His dwn contributions to such provident fund and 
interest thereon amounted to Rs. 3;450. On leaving the service he 
was paid Rs. 5,750 from the provident fund. On 1st October 1960, 
he secured another job carrying a monthly salary of Rs. 180. 


His income from salary for the previous year ended 31st March 
1961 will be as follows *“*— 

Rsi 

Salary for 3 months from former employer # 600 

Receipt from unrecognised provident fund to the 
extent of employer's contribution and interest 2,300 

Salary for 6 months from present employer 1,080 

3,980 


He can claim relief under section 60(2). 

(3) 2 is the principal of a college drawing a monthly salary 

of Rs. 1,000 and a dearness allowance of Rs. 100, On 1st December 
1%0 in order to meet the expenses of his daughter’s marriage, he 



INCOME-TAX 


SO 

received an advance of eight months' salary, and also took a loan 
of Rs. 3,000 from his employer for the p lrpose. What is his salary 
for the previous year 1960-61 ? 


Rs. 

Salary and D. A. for 8 months 8,800 

Advance on account of salary for 8 months 8,800 

Income as salary 17;600 

The loan of Rs. 3,000 taken from the employer for the purpose 
of his daughter’s marriage is not taxable as salary- 

(4) X is the managing director of a large chemical works on 
a monthly salary of Rs. 1,500, a commission of per cent on the 
net profits and a motorcar allowance of Rs. 100 per month- He is 
also provided with a free unfurnished house whose annual rental 
value is Rs- 2,000. The net profits of the business for the year were 
Rs. 1,50,000. As an ex-employee of the former Gwalior State he is 
also getting a pension of Rs- 300 per month- 


Rs. 

Salary 18,000 

Pension 3,600 

Car allowance (assuming the car is wholly for his 
private use) 1,200 

Commission 3,750 

Value of rent-free house 

(10% of Rs. 22,950) 2,295 

Income as salary 28,845 


Salaries may be owing and payable to residents and non- 
Tesidents. They may be earned in India and may be paid there or 
outside, or they may be earned outside India and may be paid there 
or in India, or salaries may be earned and received outside India 
but may be brought into India either in the year in which they are 
earned or in any subsequent year. 

Illustration 

In the case of an employee, which of the following salaries 
"Would be liable to tax if he were (a) resident and ordinarily resident, 
(b) resident but not ordimrily resid3iit, and (c) not resident for the 
assessment yeaT 1961-62 ? 

(a) Salary earned in Delhi and paid there, Rs- 5,000. 

(b) Salary earned in Nepil and paid in Delhi, Rs. 5,000. 

(c) Salary earned in Delhi and paid in Nepal, Rs. 5,000. 

(cf) Salary earned in Nepal and paid there, Rs- 5000- 
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(e) Salary earned and paid in Nepal but brought to Delhi 

during the previous year, Rs. 5,000. 

(f) Salary earned and piid in Nepal in the year ended 31st 

March 1955, but remitted to Delhi in March 1961, 
Rs. 5,000 


As the incidence of tix depends upon the residence of an 
assesee, the above salaries will be liable to tax as follows ’— 



Ordinary 

Not Ordinary 

Non¬ 


resident 

resident 

resident 


Rs. 

Rs. 

Rs. 

(a) 

5,000 

5,000 

5,000 

(b) 

5,000 

5,000 

5,000 

(c) 

5.000 

5,000 

5,000 

(d) 

5,000 


.. . 

(e) 

5,000 

5,000 


(f) 

Amount being untaxed 
in the past 4,500 

5,000 

... 

The 

Provident Funds 

provident funds, of which an employee may be a member. 

are of three kinds ; 

(1) Statutory Provident Funds. These are provident funds to 

which the Indian Provident Funds Act, 

1925, applies, 

such as 


provident funds maintained by railways, local authorities, universities 
arid certain colleges. 

When a person is a member of such a provident fund only 
his own contributions thereto are included in his salary for income- 
tax purposes, and no note is taken of his employer’s contributions 
and interest on the accumulated balance to the member’s credit in 
the fund. 

An employee’s own contribution to such a provident fund 
together with any life insurance premium paid by him is exempt 
from income tax (but not from super tax) up to one-fourth of his 
total income or Rs. 8,000 whichever is less. 

A sum received as the accumulated balance at the credit of a 
subscriber to such a provident fund, when he leaves the service, is 
not taxable in the hands of the recipient nor is it included in his 
total income. 

(2) Recognised Provident Fund. A recognised provident fund 
is one which conforms to the conditions laid down in section 58C, 
and which has been recognised by the Commissioner of Income-tax. 

6 
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When an unrecognised provident fund is recognised for the 
first time in a particular year, the existing balance to the credit of 
an employee up to the date of recognition, which is carried into 
the recognised provident fund, is called the transferred balance. 
Under section 58J 3), the amount of the transferred balance, less 
the employee’s own contributions included therein, is deemed to be 
the employee’s salary income of the year in which recognition takes 
effect. The employee’s own contributions are excluded because 
they must have already been taxed as part of the employee’s salary 
so long as the provident fund was unrecognised. 

The income-tax provisions relating to a recognised provident 
fund are as follows :— 

(1) The provident fund contributions made by an employer 
upto 10% of the employee’s salary are not to be included in the 
total income of the employee, but the employer’s contributions in 
excess of 10% of the employee’s salary are to be included in the 
employee's total income as part of salary. 

(2) The interest credited to the provident fund account of an 
employee is not to be included in the total income of the employee, 
if the amount of such interest does not exceed one-third of the 
employee’s salary and the prescribed i ate of 6% per annum. Any 
interest which exceeds any of these two limits is to be included in 
the employee’s total income as part of salary. 

The employer’s contribution and interest credited to the pro¬ 
vident fund account of an employee are known as annual accretion, 
and so much of the annual accretion as is included in the total 
income of the employee is deemed to be received by him. 

(3) An employee’s own contributions to his provident fund 
are exempt fiom income-tax (but not from super-tax), provided the 
amount is not more than one fifth of his annuil salary or Rs. 8,000 
whichever is less. 

(4) The accumulated balance of provident fund account due 
to an employee on his retirement is also exempt from income-tax 
and is not to be included in his total income provided the em loyee 
served the employer continuously for five years. 

(5) An employee is also entitled to a rebate of income : tax on 
life insurance premiums paid by him,. sub ject to the lipnit that his 
own contributions to the provident fund and the insurance premiums 
taken together do not exceed one-fourth of his total income or 
Rs. &,000 whichever is less. 

(3) Unrecognised Provident Funds. The contributions made 
by an employee to an unrecognised provident fund are not exempt 
from income-tax, but the periodical contributions made by an 
employer towards the employee’s provident fund are not taxable year 
after year in the hands of the employee..* 
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A payment of the accumulated balance from an unrecognised 
provident fund made to an employee (less the employee’s own 
contributions and interest thereon) is, however, taxable and is to be 
included in his salary in the year of receipt, but the employee is 
entitled to some relief under section 60(2). 

Any life insurance premium paid by a member of an unrecog¬ 
nised provident fund is, however, entitled to rebate, if it does not 
exceed one-fourth of his total income or Rs. 8,000 whichever is less. 

Illustrations 

(1) An employee is in receipt of a salary Rs. 600 per month; 
8% of which he contributes to a provident fund to which his 
employer contributes 12%. He is provided with a rent-free house 
by the employer, the rental value of the house being Rs- 600 per 
annum, and he also received from the employer Rs. 1,200 as bonus. 

The amount of interest credited to his provident fund account 
for the year at 5% per annum is Rs. 450. 

He paid Rs. 2,000 as life insurance premium. 

Ascertain his income-tax liability for the assessment year 1961- 
62, if the provident fund in question is (a) a provident fund to which 
the Provident Funds Act, 1925, applies, (b) a recognised provident 
fund, or (c) ail unrecognised provident fund. 


Liability for 1961-62 

(a) Salary being total income 

Exempted Income 1 

His own contributions to P. F, (8% 
of Rs. 7,200) 

Life insurance premium (provident 
fund contributions and premium 
being limited to one-fourth of 
Rs. 9,000) 


2,250 

9,000 


144 


Nil 


(b) Salary 

Employer’s contribution to provident 
fund ( in excess of 10% i. e. } at 
2% on Rs. 7,200) 

Interest credited to provident fund 
(being less than one-third of salary 
and 6% p. a.) 



Total Income 


9,144 
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Exempted Income : 

Own provident fund contributions 
Life insurance premium (provident 
fund contributions and premium 
being limited to one-fourth of 
Rs. 9 # 144) 


(c) Salary being total income 
Exempted Income 

Life insurance premium (being less 
than one-fourth of total income) 

(2) Y is a director of a public limited company, drawing a 
salary of Rs. 2,000 per month. In his return for the previous year 
ended 31st March 1961, he shows the following items of income 


besides the salary of Rs. 24,000 :— 

Rs. 

(a) Directors’ Fees 1,000 

(f>) Value of medical bills reimbursed by the company 2,000 

(c) Company’s contribution to recognised provident 

fund 2,400 

(d) Interest on provident fund account balance at 

the rate of 6 per cent per annum 3,000 

(e) Grant for the education of children 4,000 

(/) Value of free transport given by the company 1,800 

(g) Entertainment allowance given since 1950 10,000 

[h) Income from agricultural land in Pakistan 3,000 

Y claims that all the above items are exempt from tax. Which 


claims will you allow and why ? 


576 

1,710 

2,286 

9,000 


2,000 


{a) Directors’ fees are taxable as income from other sources 
because they arise from the exercise of a profession or vocation. 

(b) The value of medical bills reimbursed by the company is 
strictly speaking a perquisite ; but according to executive instruc¬ 
tions this perquisite is not taxed- 

(c) The company’s contribution to Y’s provident fund is not 
included in his total income, as it does not exceed 10% of Y’s 
salary. 

(d) The inferest credited to Y’s provident fund is not to be 
included in his total income, because it does not exceed one-third of 
his salary and the officially prescribed rate of 6 per cent per annum. 
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(e) The grant for the education of Y’s children is taxable as a 
perquisite, being included in salary. 

(/) The value of free transport given by the company is also 
taxable as a perquisite, being included in salary. 

(g) As the entertainment allowance was being drawn before 
1st April 1955, Rs- 10,000 will be included in salary and a deduction 
of Rs. 4,800 will be made therefrom. 

(h) Income from agricultural land outside India is not 
agricultural income as no local rate or land revenue thereon is paid 
in this country. Therefore it will be included in total income as 
income from other sources. 

(3) X, General Manager of Swadeshi Products Ltd., is in 
receipt of a salary of Rs. 3,000 par month and an entertainment 
allowance of Rs. 500 p3T month- The entertainment allowance was 
increased from 1st April 1955, as he was getting only Rs- 400 per 
month before that date. 

He is in occupation of a fully furnished house, for which the 
company pays a monthly rent of Rs- 900 but does not recover any 
thing from X. The compmy has also given X the use of a 20 h-p- 
car and tli3 piy of the chauffeur and running expenses, repair 
charges, etc., are met by the company- 

The company also miintains a recognised provident fund to 
which X contributes Rs 500 p r month and the company contributes 
an equal amount- Interest credited to the provident fund (at the 
late of 6 p^r cent per annum) is Rs- 1,500- 

Calculate the income of X from salary. 


Rs. 

Salary proper 36,000 

Employer’s contribution to provident fund (being 

excess over 10%) 2,400 

Entertainment allowance 6,000 

Rent-free house (valued at 12j% of Rs. 36,000 plus 
excess of actual rent paid over 25% of Rs- 36,000) 6,300 

Free conveyance (at Rs- 125 per month siilce the 
car is of over 16 li- p.) 1,500 


52, 200 

Less Deduction on account of entertainment allo¬ 
wance being the lowest of the following 
figures • 

(a) One-fifth of Salary = Rs. 7,200. 

(b) Rs. 7,500. 

(c) Amount drawn as allowance before 

1-4-1955, i. e., Rs- 4,800. 

(d) Actual allowance, i- e., Rs- 6,000. 4,800 

Income from Salary 47,400 
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(4) As an employee of a company, X is getting a salary of 
Rs. 2,000 per month and rent-free quarters- He gets free lunch 
during office hours- The annual premium on the assurance of his 
own life is Rs. 5,000, of which lie pays Rs- 3,000 out of his salary 
and the company pays Rs- 2,000- 

Two gardeners are paid by the company to maintain the 
compound of the house in which X lives free of charge- 

X took a loan of Rs- 20,000 from a money-lender B on his 
personal security but did not rep iy it- B complained to the 
company. The company deducted Rs- 500 per month from the 
salary of X and paid it to B. At the time of the annual closing of 
the company’s accounts, X refuses to adjust the payment of 
Rs- 6,000 for the 12 months made by the company on the ground 
that it was his private debt and so the deduction out of his salary 
was unwarranted- The company does not accept his contention. 

What would be the salary income of X if the previous year 
were 1960-61 ? 


Rs. 

Salary as such 24,000 

Value of rent-free quarters at 10% 2,400 

Estimated value of free lunch at Rs- 40 per month 480 

Insurance premium paid by company 2,000 

Total income for 1951-62 assessment year 28,880 


Rs. 6,000 deducted by the company from X's salary for 
payment to B is an application of income- Therefore, it cannot be 
deducted from his salary income. 

Free services of gardeners provided by the employer are not 
treated as a perquisite- Also free refreshments provided by the 
employer during office hours are not a perquisite, but a free lunch 
is a perquisite. 


Approved Superannuation Funds 

Ah approved Superannuation Fund is one which satisfies the 
conditions laid down in section 58P, and which has been approved 
by the Central Board of Revenue. The income-tax concessions 
enjoyed by a member of an approved superannuation fund are as 
follows :— 

The contribution made by an employee to an approved super¬ 
annuation fund is treated in the same manner as a payment of life 
insurance premium. Therefore such contribution along with any 
life insurance premium is exempt from income-tax (but not from 
super-lax) to the extent of one-fc?urth of the employee’s total income 
or Rs. 8,000 whichever is less. • 
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A payment from an approved superannuation found made on 
the death of a beneficiary or in lieu of or in commutation of an 
annuity or by way of refund of contributions on the death of a 
beneficiary or on his leaving the employment, is also exempt from 
tax altogether in the hands of the recepient. 


Life Insurance Premiums 

Section 15(1) exempts from tax premiums paid by an 
assessee to effect an insurance on the life of the assessee or on the 
life of the wife or husband of the assesset, and premiums paid by 
an assessee in respect of a policy for a deferred annuity on the life 
of the assessee or on the life of the wife or husband of the assessee. 

Under section 15(2), where the assessee is a Hindu undivided 
family, any premiums paid to effect an insurance on the life of any 
male member of the family of his wife are also exempt from tax. 
This sub-section does not cover deferred annuity policies but it 
applies only to life insurance policies. 

Relief under this section would not be available where an 
outsider’s life is jointly insured with that of the assessee ; but 
where an insurance is effected on the joint lives of the assessee 
and his wife or her husband, or, in the case of a Hindu undivided 
family, on the joint lives of two or more male members of the 
family or of their wives, the benefit of this section can be claimed, 
since insurance on those lives is expressly covered by the section, 

An insurance effected by an assessee on the lives of his children 
is not entitled to exemption from tax. 

No exemption is allowed on any sum withdrawn by an assessee 
from his provident fund in order to pay his life insurance premiums, 
where his contributions to the provident fund are exempt from 
income-tax. 

This exemption is available only when the insurance premium 
is paid by the assessee. If the life of the wife of an assessee is 
insured and the premium is paid by her out of her stridhan, the 
assessee is not entitled to exemption in respect of this premium. 

Extent of Exemption. The exemption in respect of life 
insurance premiums is available for income-tax and not for super-tax. 
Moreover, the sums exempted have to be included in the assessee’s 
total income for determining the rate applicable to his taxable 
income. 

The amount of life insurance premium which is exempt from 
income-tax is subject to the following limits :— 

(a) That the annual premium does not exceed 10 per cent of 
the sum assured exclusive of any bonus additions, this 
restriction not being applicable to the amount paid for 
purchasing a deferred annuity ; and 
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( b ) That the insurance premium, together with any exempted 
provident fund contributions, does not exceed in the case 
of an individual, one-fourth of his total income or Rs. 
8,000 whichever is less, and, in the case of a Hindu 
undivided family, one-fourth of its total income or Rs. 
16,000 whichever is less. 

Premiums paid out of non taxable income. Section 15(1) or (2) 
does not require that the life insurance premium must be paid out of 
income liable to be included in the total income of the assessee. 
For example, an assessee paying life insurance premium from his 
agricultural income can claim exemption of the life insurance 
premium so paid when he is being assessed on his total income. 

Deduction of tax at Source. This is explained in a subsequent 
chapter dealing with deduction of tax at source. 

Under the second proviso to section 7(1), where tax is deduc¬ 
tible at source under section 18, the assessee cannot be called upon 
to pay the tax himself unless he has received the salary without 
such deduction. 


Illustration 

An employer X, who deducted from the salary of his employee 
Y the tax due thereon, did not pay into the Treasury the sum 
deducted. At the time of the assessment of Y, it is found that X 
has become an insolvent from whom no money can be recovered. 

X however states that he acted in collusion with Y and that 
half of the tax deducted was returned to Y. Indicate the manner 
in which the assessment will be made on Y. Y had no source of 
income other than the salary above-mentioned- 


Where tax is deductible at source under section 18, the assessee 
shall not be called upon to pay the tax himself unless the salary has 
been received without such deduction. If the investigation shows 
that X's statement is wrong and that the full tax deducted has been 
retained by him, Y will be credited with the amount of tax in his 
assessment ; but if the investigation shows that X's statement is 
correct, only half of the tax deducted will be credited in Y's assess¬ 
ment, and Y will have to pay the other half. 

Annual Return. Under section 21, every employer including 
Government is required to furnish to the Income-Tax Officer, within 
30 days from 31st March in each year, a return showing the names 
and addresses of all persons who have received from him, during 
the year ended 31st March, a prescribed amount as salary and the 
tax deducted therefrom. 
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INTEREST ON SECURITIES 


Section 8 deals with interest on securities issued by ihe Central 
Government, a State Government, a local authority or a company. 
Securities issued by a foreign government are outside the ambit of 
this section, and the interest thereon would be taxed under section 
10 (income from business) or under section 12 (income from other 
sources). The shares of a company cannot be called securities for 
money. Dividends from shares are therefore taxed under section 12. 

Interest on securities is a separate head of income dealt with 
by this section. Therefore, even if the securities are held as a trading 
asset or dealt with in the course of business, e. g., by a banker or a 
dealer in securities, the interest must be charged under section 8 and 
computed in accordance with the provisions of that section, and not 
under section 10 as business profits. 

Basis of Liability. Interest on securities only becomes income 
when it is actually received and not when it is due or capable of 
being received by the assessee. But where interest is part of the 
profits of a business adopting the mercantile system of accountancy, 
it will be taxed on accrual basis. 

Cum-interest Transactions. Interest on securities is not 
considered as accruing from day to day, but it accrues on certain 
fixed dates. When securities are purchased cum-interest the price 
paid includes interest from the last date of interest payment to the 
date of purchase, but the purchaser is assessable on the whole 
amount of interest received by him on the next interest date, and he 
is not entitled to any deduction in respect of the interest paid by him 
to the seller. For the same reason, the seller of securities cum- 
interest is not assessable on the amount he receives in respect of 
interest from the purchaser. The general rule is that for income-tax 
purposes the interest is the income oj the owner of securities on the date 
when interest falls due for payment. This rule is subject to the provi¬ 
sions of section 44F which applies to those who want to avoid tax 
by systematic sales of securities cum-interest. Under this section 
the Income-tax Officer may deem the interest on securities to accrue 
from day to day and tax the seller on that basis. 


90 


INCOME-TAX 


Tax-free Governnent Securities. Interest from tax-free govern¬ 
ment securities is not liable to income-tax (though it is liable to 
super-tax), but it is included in the total income of the asscssee for 
the purpose of determining the rate of income-tax ap licable to him. 
There are, however, some government securities, such as post office 
cash certificates, national savings certificates, national plan certi¬ 
ficates, and treasury deposit receipts, the interest from which is 
exempt from tax and is not to be included in the total income. 

Tax-free Debentures. Where tax-free debentures are issued by 
a company, the company pays the tax on behalf of the debenture- 
holders on the amount of interest paid to them, and the debenture- 
holders are assessable not only on the actual amount of interest 
received by them but also on the amount of income-tax borne by the 
company, because the income-tax borne by the company is a part 
of the debenture-holders’ income from debentures. 

Deductions. In computing the taxable income from interest on 
securities, the following deductions are admissible : 

(1) Any reasonable sum expended by the assessee for the 
purpose of realising such interest. This provision enables banking 
companies to claim a set-off of proportionate business expenses 
against interest on securities, but the allowance under section 10 is 
reduced correspondingly. 

(2) Interest payable on money specifically borrowed by the 
assessee for the purpose of investment in the securities. This dedu¬ 
ction is permitted without any qualification when the interest on the 
borrowed money is payable in India ; but if the interest is payable 
outside India and is chargeable under the Act in the hands of the 
lender, as for example under section 42(1), it is not a permissible 
deduction unless : 

(a) The interest is on a loan issued for public subscription 

before 1st April 1938, or 

(b) Tax has been paid or deducted under section 18 in respect 

of such interest, or 

(c) There is a person in India who may be charged as an 

agent under section 43 in respect of such interest. 

Where a loan is taken for purchasing tax-free government 
securities, the interest on such loan should be deducted from the tax- 
free interest. 

It is possible that there may be a loss under this head, if the 
interest paid on a loan taken to buy securities exceeds the interest 
on securities. Such a loss can be set off against income under other 
heads. 

Deduction of Tax at Source. This is explained in a subsequent 
chapter dealing with deduction of tax at source, 
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Profit or loss on sale of securities. Where an assessee carries 
on the business of buying and selling shares and securities, he holds 
them as a trading asset, i. e., as stock in trade, and any profit or 
loss resulting from an actual sale thereof is a revenue profit or loss 
taxable under section 10. For the purpose of computing the profit or 
loss of his business, the shares and securities in hand at the close 
of each accounting year must be valued as stock-in-trade on a uniform 
basis. The method of valuing stock-in-trade is considered in a 
later chapter. 

On the other hand, where an assessee holds shares and secu¬ 
rities as an investment and not as a trading asset, any profit or loss 
resulting from an actual sale thereof made for the purpose of efftetmg 
a change of i ,vestments will be a capital profit or loss. 

Where shares and securities are exchanged under a scheme of 
amalgamation or conversion, the transaction amounts to realisation 
and reinvestment. Therefore the assessee would be assessable on 
any profit deemed to have been made by him on such exchange 
or conversion if the assessee’s business is such that any profit made 
by him on the realisation of securities is part of the profits of 
his trade. 

Where the owner of an ordinary investment chooses to realise 
it and obtains a greater price for it than whal he originally paid for 
it, the excess is not prjfit assessable to income-tax ; but the 
excess will be assessable to income-tax where what is done is not 
merely a realisation or change of investment but an act done in what 
is truly the carrying on of a business. No hard and fast rule can be 
laid down to distinguish trading or business transactions from the 
operations of a prudent investor. The number of transactions is not 
the sole determining criterion or test, though a systematic and 
habitual dealing in shares may be an important element which has 
to be taken into consideration for determining whether the transac¬ 
tions were business transactions within the meaning of the 
Income-tax Act. The essential test in such cases is whether the 
sales and purchases were made not with the intention of investing 
one’s capital but with the object of selling the shares in future in 
order to make a profit. 

Tiie mere fact that in a particular year the assessee was held 
to be not a dealer in shares and that the profits made by him were 
not assessed as profits from business will not prevent his being 
treated as a dealer in shares and the profits made during a subse¬ 
quent year being treated as profits from business (30 I. T. R. 203) 

Illustrations 

(1) A’s investments during the year ended 31st March 1961 
were *—(a) Rs. 40,000 3£% Government Paper ; (b) Rs -<£0,000 5% 
Municipal Debentures ; and (c) Rs. 60,000 4Port Trust Bonds. 
His bank charged Rs. 10 as comMlsslon for collecting, interest- He 
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paid Rs. 700 as interest cm a loan which he had taken for the pur¬ 
pose of purchasing the Port Trust Bonds. Calculate his taxable 
incom from interest on securities- 

Rs. 

Interest for the year on all investments 5,100 

Less Bank commission 10 

Interest on loan 700 710 

Taxable income 4,390 

(2) On 1st April i960, X held the following investments *— 

(a) Rs- 90,000 3% Government Loan ; [b) Rs. 60,000 3% Port Trust 
Bonds ; (c) Rs. 80,000 5% Improvement Trust Debentures ; and 
(d) Rs- 30,000 5% Debentures of an electric supply company. 

On 1st August 1960, he purchased Rs- 20,000 3% Government 
Loan at 92V 2 % cum-interest, interest being payable on 1st June and 
1st December. 

The Bank commission for collecting interest was Rs- 25. What 
is the taxable income from interest on securities for the year ? 


Rs- 

Interest on securities held on 1st April 1960 10,000 

Interest on Government Loan for half-year 

received on 1-12-60 300 

10,300 

Less Bank commission 25 

Total income 10,275 


(3) On 1st April 1960, Y's investments consisted of the 
following ;— 

(a) Rs. 60,000 4% U. P. Government Loan- 

(b) Rs. 30,000 5% Improvment Trust Debentures. 

(c) Rs. 20,000 5% Debentures of a jute mill company. 

( d ) Rs- 15,000 6% Preference Shares in a sugar mill company. 

On 1st September I960, he sold his iute mill debentures at a 
profit of Rs- 750 and purchased Rf. 40,000 4% Port Trust Bonds, 
Rs. 20,000 required for the purpose being borrowed from the bank 
at 6% p/r annum- The bank commission for buying and selling 
securities was 1% and for collecting interest Rs. 15. 

Find out the taxable income from interest on securities, such 
interest being payable in each case on 1st Jannuary and 1st July. 
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Rs. 

Interest on 4% U. P. Government Loan for one 
year 2,400 

Interest on 5% I. T. Debentures for one year 1,500 

Interest or 5% Jute Mill Debentures for 
half-year received on 1-7-60 500 

Interest on 4% Port Trust Bonds for half-year 
received on 1-1-61 800 

5,200 

Less Bank commission for collecting interest 15 

Interest on bank loan for 7 months 700 715 

Taxable income 4,485 


The bank commission for buying and selling securities is not 
deductible, as it is capital expenditure. 

As the securities are held as an investment, any profit or loss 
on the sale of jute mill debentures will be ignored- 

Dividend on preference shares is not taxable under section 8, 
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Under section 9, lax is payable by an assessee on the bona fide 
annual'value of property consisting of buildings and land appurte¬ 
nant thereto, of which he is the owner. Such property may be 
called house property. 

The tax under this section is upon the owner (legal or beneficial) 
and not upon the occupant. 

If the property^is occupied by the assessee for the purposes of 
his own business, profession or vocation, and the profits of such 
business, profession or vocation arc assessable to tax, the annual 
value of such property is not taxable under this section, and no 
notional rent is allowed to the assessee in respect of the premises in 
computing the profits of the business, profession or vocation under 
section 1 

Where a portion of the house property, owned by an assessee 
and u ed for purposes of his business, is let out to the employees 
of the business whose residence there is necessary for the efficient 
conduct of the business, the rent collected from the employees has 
to be assessed as income from business and not under the head 
“Property” and depreciation and other expenses (such as repairs, 
fire insurance, ground rent, etc.) relating to the property so let out 
are an admissible charge to the profit and loss account. 

As a separate head of charge is provided for income from 
house property, rents from house property cannot be taxed under 
any other head even if property is let in the course of business and 
the income derived from such property forms part of the profits of 
a trading concern. If an immovable property consists of only land 
on which no building has been erected, any income derived from 
such land will not be tax)d under section 9, but will be taxed under 
section 12. 

It is only the owner of house property, who is liable to pay 
tax under this head, even if he is not the o vner but is only the lessee 
of the land on which the building stands. The person who builds a 
house upon the land of another remains the owner of the house. 
But the person who is lessee of a building is not assessable as owner 
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under this section. If he derives any income from subletting, or 
reletting, such income is taxable under section 12 as income from 
other sources, 

A dispute regarding the title to house property cannot of itself 
hold up an assessment even if a suit has been filed. The Income- 
Tax Officer has prima facie the power to decide whether the persop 
sought to be taxed is the owner of the property. 

According to section 9(4), an assessee is deemed to be the 
owner of house poperty in the following cases :— 

(1) The holder of an impartible estate is deemed to be the 
individual owner of all the properties comprised in the estate. The 
law relating to impartible estates is explained in a subsequent 
chapter dealing with assessment of Hindu undivided families. 

(2) A member of a co-eperative society, to whom a building 
built by the society, is allotted or leased under a house-building 
scheme of the society, is deemed to be the owner of that building. 

Annual Value. 

Under section 9, tax is chargeable n t in respect of any actual 
rent received but in respect of the bona fide annual value of property. 

What the law contemplates by “annual value” is not the actual 
rent received by the owner of the property, but a notional rent, 
which is to be gathered from what a hypothetical tenant would 
pay for the property. If actual rent is received, that would be an 
important factor for the taxing authorities to consider, but that 
would not in every case be the proper annual value ,as contemplated 
by the Act. The house may have been let cheap or dear ; the lease 
may be eight years old or a thing of yesterday ; personal relations 
or business relations may have led to exceptional terms as to rent. 
Municipal valuation also is not the only test that should be applied 
in determining the annual value. 

The annual value of house property is ascertained by taking 
into consideration all relevant facts, such as rents received, the 
terms of the lease, the municipal valuation, rent paid for similar 
property in the locality, and so on. 

Bonafide Annual Value. 

In order to arrive at the bonafide annual value of house 
property, the gross annual value thereof is subject to the following 
adjustments :— 

(a) Where the property is in the occupation of a tenant and 
it is subject to taxes levied by a local authority and borne by the 
owner, the following deduction is allowed from the gross annual 
value ;— 

(i) Full amount of local taxes in respect of property constru¬ 
cted before 1st April 1950, and 
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(ii) Half the amount of local taxes in respect of property 
constructed after that date. 

(I b ) Where a residential building, the erection of which is 
begun and completed after 1st April 1961, is let out to tenants, its 
gross annual value for a period of three years from the date of its 
completion is to be reduced by the full amount of it or by Rs, 600 
whichever is less. But in no case can a loss be returned in respect of 
such property. 

(c) Where the property is in the occupation of the owner for 
purposes of his own residence, its gross annual value is first reduced 
by the amount of local taxes as in (a) above, and the amount so 
determined is further reduced by one-half of it or Rs. 1,80J which¬ 
ever is less. However, if the sum so reduced exceeds 10 per cent of 
the total income of the owner, the bum fide annual value of the 
property is deemed to be 10 per cent of such total income. 

(d) Where the property reserved by the owner for the purpose of 
bis own residence consists of only one residential house, which is 
neither actually occupied by the owner nor let to a tenant and no 
other benefit therefrom is derived by the owner, then the bona fide 
annual value of such property, if the property was unoccupied during 
the whole rf the previous year, should be taken to be nil, and, if it 
was occupied for a part of the previous year, it should be computed 
proportionately. But in no case can a loss be returned in respect of 
such property. 

Deductions. In computing the taxable income from property, 
the following deductions are allowed from the bona fide annual 
value : 

(1) Repairs. A fixed allowance of one-sixth of the annual 
value is granted for repairs, where the property is either in the 
occupation of the owner or is let to a tenant and the owner has 
undertaken to bear the cost of repairs. 

Where the tenant undertakes to bear the cost of repairs, the 
allowance for repairs is restricted to the difference between the 
annual value and the rent paid but not exceeding one-sixth of the 
annual value. 

This allowance is granted irrespective of whether anything has 
been spent for repairs or not and irrespective of any vacancies. 


Illustration! 

An assessee owns a bungilow built in 1952, the annual value 
of which according to municipal records is Rs. 6,000. It is let out 
on an annual rent of Rs- 5,400 to a tenant who has also undertaken 
to bear the cost of repairs. The municipal taxes paid amounted to 
Rs. 600- What is the admissible allowance for repairs ? 



INCOME FROM PROPERTY 


97 


Rs. 

Annual value 6,000 

Less One-half of municipal taxes 300 

Bonafide annual value _ 5,700 

Less Allowance for repairs restricted to the difference 

between the annual value and the rent paid 300 


(2) Insurance Premium. Premium paid for insurance against 
the risk of destruction of property through any cause e. g., fire, 
earthquake, lightning, civil commotion etc. 

(3) Interest on Mortgage. Where the property is subject to a 
mortgage or other capital charge, the interest on such mortgage or 
charge is allowed as a deduction, irrespective of the object for which 
the money is borrowed. 

(4) Annual Charge . Where the property is subject to an 
annual charge, the amount of such charge is allowed as a deduction, 
provided it is not a capital charge. 

The expression ‘atinual charge’ does not include any tax in 
respect of property levied by a local authority or Government. 

An annual charge means a recurring expense, the payment of 
which is secured by a charge on house property, while a capital 
charge means a charge on house property for securing the payment 
of a debt. Thus, if a debt is secured by a charge on house property, 
it is a capital charge, but if the interest on the debt is secured by a 
charge on house property, it is an annual charge. 

The only condition that has to be satisfied is that there is 
annual charge, not being a capital charge, which is valid and legal 
and which can be enforced against the owner of the property on 
which the charge has been fixed. An assessee, a Hindu undivided 
family, was under an obligation to pay Rs. 500 per month to a 
widow for maintenance, and this obligation was imposed by a decree 
of the court, which gave to the widow a charge on the joint family 
property in respect of the maintenance. This sum of Rs. 6,000 is a 
permissible deduction as an annual charge. 

Where the charge on the property is a capital charge only the 
amount of interest thereon is allowed as a deduction ; but where the 
charge is an annual charge, the amount of the charge itself is allowed 
as a deduction. 

The distinction between the two terms mortgage and charge, 
which appear in the above paragraphs, is as follows : 

A mortgage is the transfer of an interest in specific immovable 
property for the purpose of securing the payment of a debt. Where 
the principal money secured is Rs. 100 or upwards, a mortgage is 
created by a registered instrument signed by the mortgagor and 
attested by two witnesses. 

7 
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Where the immovable property of one person is made security 
for the payment of money to another, the latter person is said to 
have a charge on the property. A charge may be created by an act 
of parties or by operation of law. A charge does not contemplate 
transfer of an interest in the immovable property, as is the case in a 
mortgage. 

(5) Interest on Borrowed Capital. Interest on money borrow¬ 
ed for the purpose of acquiring, constructing, repairing, renewing or 
reconstructing the property is deductible, even if neither the principal 
nor the interest is secured by a charge on the property. But interest 
on money borrowed for any purpose is allowed as a deduction only 
if the interest is charged on the property. 

N. B. —The above three allowances will not be granted, if they 
are payable abroad and chargeable under the Act, unless tax has 
been deducted therefrom or the ow ner of the property agrees to be 
taxed as an agent of the non resident to whom such payments have 
been made. 

(6) Ground Rent. If the property is subject to any ground 
rent, the amount of the ground rent is allowed as a deduction. 

(7) Land Revenue . Any land revenue paid in respect of the 
property is allowed as a deduction. 

(8) Collection Charges. The amount allowed for collection 
charges is restricted to 6 per cent of the annual value or the actual 
expenditure, whichever is less. Legal expenses incurred in recover¬ 
ing rents from tenants are included in collection charges. 

(9) Vacancy Allowance . Where the building remains vacant, 
a deduction of a part of the annual value proportionate to the period 
of vacancy is permitted as vacancy allowance. This allowance is 
primarily available in the case of property which is let, but it may 
also apply to a house, which is not let but which is dismantled and 
shut up by the owner. Where an assessee owns a house and keeps it 
ready for his own occupation or for the occupation of his guests, 
the house cannot be said to be vacant merely because, it was not 
occupied for a certain period. The expression ‘occupied 7 does not 
mean ‘used. 

(10) Unrealised Rents . Under section 60, a deduction in 
respect of unrealised rents is also allowed if the following conditions 
are satisfied :— 

(a) The tenancy is bona fide. 

(j b ) The defaulting tenant has vacated the property or steps- 
have been taken to compel him to vacate the property. 

(c) The defaulting tenant is not in occupation of any other 

property of the assessee. 

( d ) The assessee has taken all reasonable steps to institute 

legal proceedings for the recovery of the unpaid rent. 
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Should the admissible deductions exceed the annual value of 
property, there would be a loss from property, and this loss can 
be set off against income undeT any other head. 

As the tax on income from property is levied on a national 
basis, there is no provision in section 9 (as there is in sections 10 
and 12) regarding the method of accounting to be adopted. 

Foreign House Property. The income from foreign house 
property is assessable only in the case of persons who are ordinarily 
resident in India. In cases where such foreign income is chargeable, 
the method of computation for arriving at the bona fide annual 
value and the deductions permissible therefrom would be as set out 
in section 9. 

Property owned jointly. When a house property is owned 
jointly, and the share of the co-owners are definite and ascertain¬ 
able, they are not assessed as an association of persons, but th& 
share of each part-owner is assessed on him as part of his total 
income. 

Exempt Property Income. Income from property assessable 
under section 9 is exempt in the following cases :— 

(1) Income from property in the near vicinity of agricultural 

land occupied by the cultivator as a dwelling house, 
store house or as an out-house—section 4(l)(c) read 
with section 4(3)(viii). 

(2) Income from property held in trust or under other legal 

obligation and used wholly for religious or charitable 
purposes—section 4(3) i). 

(3) Income from property used by the assessee for purposes of 

his business, profession or vocation—section 9(1;. 

(4) Incom; from one residential house which cannot be 

occupied by the owner by reason of his employment, 
business, etc., for the whole of the previous year— 
second proviso to section 9(2). 

(5) Income from letting godowns or warehouses, etc., 

received by a cooperative society—section 14(3)(iii). 

(6) Income from property derived by a cooperative society 

whose total income does not exceed Rs. 20,000 and 
the society is not a housing society or an urban 
consumers 7 society or a society carrying on transport 
business^-section 14(3)(iv). 

(7) Income derived from letting godowns or warehouses by 

an authority constituted under law for marketing of 
commodities—section 14(5). 

(8) Bonafide' annual value of the palaces of Rulers of 

erstwhile Indian States which are declared as the official 
residence of the Ruler by the Central Government. 
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Illustrations 

(1) X is employed as a clerk in a government office on a 
monthly salary of Rs. 250. He owns Rs. 40,000 3 i% government 
securities and is also the owner of a big house built in 1938, whose 
municipal valuation is Rs. 800. He has let one-third of the house 
at Rs. 30 per month and occupies the remainder for his own 
residence. The house is mortgaged for a loan which he took for 
meeting the expenses of his sister’s marriage. The interest on the 
mortgage was Rs. 300 for the year, and the municipal taxes paid in 
respect of the house amounted to Rs. 150. Ascertain his taxable 
income from property and also his total income for the previous 
year ended 31st March 1961. 




Rs. 

Rent of one-third portion let 

Less One-third municipal taxes 

360 

50 

310 

Value of self-occupied portion determined in 
the same manner as that of portion let 

Less One-half of it (statutory allowance) 

620 

310 

310 

Bona fide annual value of the whole house 

Less One-sixth for repairs 

103 

620 

Mortgage interest 

Taxable income from property 

300 

403 

'217 


3,000 
1,400 
217 

Total Income 4,617 

(2) A professor in a college gets a salary of Rs. 800 per month- 
He contributes 6 l /*% of his salary to a recognised provident fund to 
which the college also contributes an equivalent amount. The 
interest on his provident fund account for the year ended 31st March 
1961 (at 5% per annum) amounted to Rs. 672. 

He is also the owner of two houses built in 1953, one (municipal 
valuation Rs. 800) occupied by him for his own residence and the 
other (municipal valuation Rs- 1,000) let at Rs. 100 per month. His 
expenses for the two houses were — 

Municipal taxes Rs. 180 ; Land revenue for the house let 
Rs. 40 ; Interest on loan taken to repair the residential house Rs.200 
Fire insurance premium Rs. 120; Cost of extension of electric fittings 
in his residence Rs- 250. 


1. Salary 

2. Interest on Securities 

3. Income from Property 
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Ascertain his taxable income from property, his total income, 
and the amount of income exempt from income-tax for the previous 
year ending 31st March 1961. Assume that the house let remained 
vacant for two months and that he paid Rs. 900 as premium oil his 
life policy for Rs. 8,000. 

- Rs. 

Rent of house let 1,200 

Less One-half of municipal taxes 
(according to municipal 
valuation) 50 


1,150 

Rental value of house occupied 
( 6 /b of municipal value as in 


the case of property let) 

Less One-half of municipal 

960 


taxes 

40 



920 


Less One-half (statutory allow¬ 



ance) 

460 

460 

Bona fide annual value of both houses 

1,610 

Less One-sixth for repairs 

268 


Land revenue 

40 


Interest on loan 

200 


Fire insurance premium 
Vacancy allowance being 

120 


one-sixth of the annual 
value of house let 

191 

819 

Taxable income from Property 

791 

1. Salary 


9,600 

2. Taxable income from property 


791 

Total Income 

10,391 

Income exempt from Income-tax • 




1. Own contributions to provident 

fund 600 


2. Life insurance premium limited 
to 10% of sum assured and 
premium and provident fund 
contributions taken together 
limited to one-fourth of total 
income 800 


1 ,400 
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The employer’s contributions to provident fund being less 
than 10% of the employee’s salary and interest on provident fund 
being less than one-third of the employee's salary and being less 
than 6% p. a., are not to be included in the total income. 

The cost of extension of electric fittings is capital expenditure 
and will not be allowed as a deduction in computing the taxable 
income from property. 

(3) An assessee is the owner of two houses, namely : 

(a) A kothi, the annual value of which according to municipal 
records is Rs. 12,000 but which is let out on rent for Rs. 10,000 a 
year to a tenant who has undertaken to bear the cost of repairs. 
Municipal taxes paid were Rs. 1,000. 

(b) A shop, the annual value of which according to municipal 
records is Rs. 5,000. It is, however, let out on an annual rent of 
Rs. 3,500 to a tenant who has undertaken to bear the cost of 
repairs. Municipal taxes paid amounted to Rs. 400. 

Calculate the assessee’s taxable income from property, if the 
houses were built in 1954. 


A. L. V. of kothi 

Less One-half of municipal taxes 

12,000 

500 

Rs. 

Bona fide annual Value 

Less Allowance for repairs as per 
section 9(1)(ii) 

11,500 

1,500 

10,000 

A. L. V. of shop 

Less One-half of municipal taxes 

5,000 

20Q 


Bona fide annual value 

Less One-sixth for repairs 

4,800 

800 

4,000 

Total income from property 


14,000 


According to section 9(l)fii) where the tenant undertakes to 
bear the cost of repairs, the allowance for repairs is restricted to the 
difference between the bona fide annual value and the rent paid but 
not exceeding one-sixth of the bona fide annual value. 

(4) A lawyer, whose previous year ends on 31st March, is 
the owner of some house property. From the following informa¬ 
tion, compute his taxable income from property for the assessment 
year 1961-62 •— 

(a) Annual value of his house at Meerut (built in 1953), 
according to municipal valuation, is Rs. 15,000, one- 
fifth of the house being used for professional office 
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purposes. Expenses incurred in connection which this 


house were : 

Rs. 

Repairs 

3,000 

Ground Rent 

200 

House Tax 

800 

Conservancy Tax 

200 

Water Tax 

500 


(b) Annual value of house on hill side, six miles distant from 
a hill station and therefore not in demand Lor occupa¬ 
tion. It has always remained vacant except for a year 
in 1952 when the military requisitioned and occupied 
it on an annual rent of Rs. 6,000. Expenditure on 
this house consisted of repairs Rs. 1,000 and upkeep 
Rs* 600- 


Residential house : 4/5ths portion- 

Rs. 

Annual rent taken to be equal to municipal valuation 12,000 
Less Half of municipal taxes (4/5ths of Rs. 750) 600 

11,400 

Less Statutory deduction under the 

first proviso to section 9 (2) 1,800 

Bona fide annual value 9,600 

Less One-sixth for repairs 16,00 

Ground Rent (4/5ths of Rs- 200) 160 1,760 

Taxable income 7,840 


House on hill side ; 

This house has always remained vacant except for a year in 
1952 when the military authorities occupied it. Being distant from 
the hill station and out of way, it is not in demand for occupation. 
Thereiore it cannot be said that it might reasonably be let from year 
to year for any sum at all- Its annual value is therefore nil- Allow¬ 
ances for repairs and vacancy, being certain fractions of annual 
value, will, also be nil, and there is no provision in section 9 for any 
allowance for upkeep of house. Therefore the taxable income of the 
house is nil. 


(5) A company carrying on the business of manufacture and 
sale of cement, constructed residiental quarters for its employees 
who were allowed to occupy them on payment of 10% of their pay 
■as rent- The unoccupied quarters were let out to outsiders at a 
fixed rent of Rs. 30 per quarter* The company claims that the rent 
realised from the quarters should be treated as its business income 
and all allowances under section 10 including depreciation should be 
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allowed in respect of these quarters. How would you deal with thfir 
assessee's claim ? 


It is now well-settled that income from a source which falls 
under one head of income should not be computed under another 
head* The income from the residential quarters, which are build¬ 
ings, would therefore be normally assessable under section 9. 
Section 9, however, provides that property occupied by the owner 
for the purposes of any business carried on by him is outside the 
scope of that section. The income from such property has to be 
computed under section 10. 

The quarters were constructed by the company primarily to 
house its employees, evidently because the occupation of these 
quarters by the employees would improve the efficiency of the busi¬ 
ness and increase the profits of the company. Thus the quarters 
let out to employees were used by the company for the purpose of 
its business, and the income realised therefrom will be computed 
under section 10 and depreciation and other allowances admissible 
under that section will be allowed in respect thereof- 

So far as the quarters let to outsiders arc concerned, they can¬ 
not be said to have been used by the company for the purposes of its 
business. The income from these quarters will therefore be com¬ 
puted under section 9, and depreciation and other allowances which 
are admissible under section 10 are not admissible in respect of 
them- 


(6) The particulars of the house properties owned by an 
assessee are as follows -— 

(a) He owns a house built in 1955, whose annual value 

according to municipal records is Rs. 6,000. It is, how^ 
evei, lent out on rent for Rs. 5,400 a year to a tenant 
who has also undertaken to bear the cost of repairs. 
The municipal taxes paid in respect of this houSd 
amount to Rs. 500. 

(b) The annual value of his residential house built in 1947 is 

Rs- 12,000. He paid Rs. 500 for ground rent, Rs. 700 
for premium to insure this property against the risk 
of damage or destruction and Rs. 1,000 for municipal 
taxes. 

His taxable income f L om business amounted to Rs. 55,800. 
Calculate his taxable income from property and his total income for 
the year. 


Rs*- 

Annual value of house let out 6,000 

Less One-half of municipal taxes 250 
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Bona fide annual value 

Less Allowance for repairs 

5,750 

350 

5,400- 

Annual value of residential house 

Less Full amount of municipal taxes 

12,000 

1,000 


Less Statutory allowance 

11,000 

1,800 


Bona fide annual value 

9.200 


But it is limited to 10% of total income 
(as calculated below) 

Less One-sixth for repairs 1,090 

Ground rent 500 

Insurance premium 700 

6,545 

2,290 

4,255 

Taxable Income from property 

9,655 

1. Taxable income from property 

2. Business profits 


9,655 

55,80(1 

Total Income 

65,455 


The bona fide annual value of the residential house (Rs.6,54-5) 
has been computed as follows — 

Let x be the bona fide annual value of the residential house 
then the taxable income thereof will be x - x/6 - 500 - 700 — 
x - x/6 — 1,200. 

The total income will then be 5,400+x - x/6 - 1,200 + 55,800=* 
60,000+ 5x/6- 

Now 10x=60,000 +5x/6 or 
60x=3,60,000 + 5x or 
55x= 3,60,000 or 
x=6,545. 
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BUSINESS PROFITS 


Under section 10 tax is payable by an assessee in respect of 
the profits and gains of business, profession or vocation carried on 
by him. 

A business includes trade, commerce or manufacture or any 
adventure in the nature of trade, commerce or manufacture. This 
means that the profits of even an isolated transaction, if it is a 
trading adventure, are taxable. A profession is an occupation 
requiring purely intellectual skill or manual skill controlled by the 
intellectual skill of the operator, e . g., lawyer, accountant, engineer, 
surgeon, etc. A vocation (as distinct from employment) is any 
other calling pursued for the purpose of earning a livelihood e. g., 
broker, singer, dancer, insurance agent, etc. The word business is 
a word of wider import than the word profession, and vocation is 
a word of still wider significance than business. What does not 
amount to profession may amount to business and what does not 
amount to business may amount to vocation. As the profits from 
these three sources are taxed under the same head, it is not necessary 
to consider whether a particular case is business, profession or 
vocation. 

A practice of religion may amount to vocation. Therefore, 
customary offerings made to the head of a faith by his devotees 
would be taxable either under section 10 or under section 12 
C 34 I. T. R. 92). 

The following considerations govern the income taxable under 
section 10 :— 

1. It is the person who carries on a business who is liable to 
pay tax under section 10. It is significant to notice the difference 
in language in section 10 and section 9. Section 9 deals with tax 
under the head of property and that tax is payable by an assessee 
who is the owner of the property. So in the case of property, what is 
emphasised by law is ownership. In the case of business, what is 
emphasised is not the ownership of the business, but the fact of the 
business being carried on by the assessee. However, it is not necessary 
that the assessee should physically or with his own hands carry on a 
business before he becomes liable to pay tax under section 10 ; but 
he must have the right to carry on the business and the business 
must be carried on in the exercise of that right. 
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2. The tax chargeable under this section is not on the separate 
profits of each distinct business, but on the aggregate of the profits 
of all the businesses carried on by the assessee- It lollows from this 
that where the assessee carries on several businesses he is entitled 
to set off losses in one business against profits in another. The 
assessee would be entitled to set off his losses in one business against 
his profits in another, even if one business is carried on by him 
Singly and the other in partnership. But the losses of business which 
has been discontinued before the previous year cannot be set off 
against the profit of an existing business. For such set-olT both the 
businesses should be alive during the previous year. 

3. In computing the profits of a business, profession or 
vocation, losses of a speculative business can be set off only against 
similar profits. Where the speculative transactions carried on are 
of such a nature as to constitute a business, the business is deemed 
to be distinet and separate from any other business. Speculative 
transactions in different commodities or in different markets are 
regarded as one. 

A speculative transaction means a transaction in which a 
contract for purchase and sale of any commodity including stocks 
and shares is settled otherwise than by the actual delivery or 
transfer of the commodity or scrips. Therefore, in any case where 
actual delivery or transfer of the commodity or scrip takes place, 
the transaction would not amount to a speculative tiansaction 
however highly speculative in nature it may be. 

Certain transactions, e. g., hedging contracts entered into by 
manufacturers and merchants in the course of business to guard 
against loss through future price fluctuations, are excluded from the 
definition of speculative transactions. 

4. The business, profession or vocation should have been 
carried on at any time during the previous year, but not necessarily 
throughout the year. If the business was carried on in the previous 
year, its profits would be taxable although it may not be carried on 
in the assessment year. If the business was carried on during some 
part of the previous year but not throughout that year, the source 
of income would be in existence in the year and the profits would be 
taxable though collected in that year after the closure of the business. 
In such a case, if the accounts are maintained on accrual basis no 
difficulty can arise because the profits must necessarily accrue during 
the time the business was being carried on, and after the closure of 
the business there remains nothing to accrue. On the other hand, 
if the accounts are kept on the cash basis, the profits which are 
received during the previous year but after the closure of the business 
would still be profits liable to tax on the receipt basis. 

Illustrations 

(1) An engineer, who kept his accounts on the cash system and 
whose accounting year ended on 31st December, discontinued 
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his profession on 15th March 1960 when there were certain pro* 
fessional fees outstanding, and these he realised after the disconti¬ 
nuance of his profession but before 31st December I960- Such a 
receipt is revenue receipt. If the outstanding fees are realised in 
1961 (i. e., after 31st December I960), they would be a casual 
receipt because there is no source of income in existence in 
1961. 

(2) A business adopted the mercantile accountancy system and 
closed its books on 31st December each year. In the accounting 
year 1959 it wrote off a bad debt, which was allowed in its assess¬ 
ment for 1960 -61. The business was discontinued on 31st December 
•1960. If this bad debt is recovered after the closure of the business* 
it would be casual receipt owing to the disappearance of the source 
of income in the year when the bad debt is recovered! Of course, if 
the business were continued, the recovery of the bad debt would be 
revenue receipt liable to tax. 

5. Profits made in winding-up a business or profession by 
merely realising the assets are not taxable because no business is 
carried on in that case. But the profits would be assessable if the 
process of winding up is such as to involve the carrying on of a trade. 
When a business is closed and its stock-in-trade is sold, the profit 
resulting therefrom is taxable, because there is no distinction for 
income-tax purposes between an ordinary sale and a realisation sale, 
the object in either case being to dispose of the goods at a profit. 
But when there is a sale of the whole business and a transfer of all 
the assets (including stock-in-trade) for a single unapportioned 
consideration, there cannot be said to be any profit realised on the 
sale of stock-in-trade which is sold with all the other assets. 

6. Under sections 9 and 10, it is not only the legal owner¬ 
ship that has to be looked to, but the courts can also go into the 
question of beneficial ownership and decide who should be held 
liable for the tax after taking into account the question as to who 
is, as a matter of fact, in receipt of the income which was going to be 
taxed. 


Illustration 

A firm entered into an agreement to purchase a mill for a 
company which it intended to float and obtained possession of the 
mill on 10th December 1942 on behalf of the company. The com¬ 
pany was actually floated on 11th December 1943 and the sale deed 
was executed in its favour on 2nd January 1945. The company chose 
to accept the profits made before its incorporation and treated the 
promoters as accountable for all the profits made after 10th 
December 1942. 

In whose hands will the profits be taxed and why ? 


If the promoters of a company carry oil business on behalf of 
a company which they intend to float, then on the incorporation of 
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the company, the latter has a right to either accept what has been 
done on its behalf by the promoters or repudiate the same- If the 
company accepts what the promoters have done on its behalf it has 
a right to claim from the promoters the entire income tor the period 
during which business was carried on for the benefit of the company. 
Though, strictly speaking, it cannot be said that a person is a trustee 
lor a beneficiary not in existence, it is established law that, on the 
company being floated, a relationship between the promoter and the 
company must be deemed to be fiduciary relationship from the day 
the work of floating the company had started. 

Under section 10, it is not only the legal ownership but also 
the question of beneficial ownership that has to be looked into. In 
this case the company has adopted the action of the promoters and 
has decided to take over the business. Therefore the profits for the 
whole period during which the promoters ran the business, which 
they had to hand over to the company and which they could not 
claim that they had a right to keep for their own benefit, became 
income of the company, and would be taxed in the hands of the 
company even though it relates to a period prior to its incorporation 
i23 I.T.R. 278). 

7. For income-tax purposes, each year is a self contained 
accounting period, the income-tax authorities can only take into 
consideration the income made in that year, and they are not 
^concerned with potential profits which may be made in another year 
any more than they are concerned with losses which may occur in 
the future. An assessee cannot be taxed on fictional sales and he 
cannot be taxed on prospective profits. 

Illustrations 

An assessee was a dealer in silver and shares and he was the 
sole owner of the business. He maintained his accounts according 
to the mercantile system and valued his stock at cost price both at 
the beginning and at the end of a year. During the relevant yeaT of 
account he withdrew some silver bars and shares from the business 
and settled them on certain trusts in whi h he was the managing 
trustee. He credited the business accounts with the cost price of the 
bars and shares so withdrawn- The income-tax authorities held that 
the assessee derived income from the stock-in-trade thus tranferred 
and assessed him on a certain sum being the difference between the 
price of the silver bars and shares and their market price at the 
•date of their withdrawal from the business. 

It was held by the Supreme Court that no income arose to the 
assessee as a result of the transfer of shares and silver bars to the 
trustees [24 I.T.R. 506), The following extracts from the Supreme 
Court's judgment are important — 

"It is well recognised that in revenue cases regard must be held 
' to the substance of the transaction rather than to its mere form. In 
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the present case, disregarding technicalities, it is impossible to get 
away from the fact that the business is owned and run by the 
assessee himself* In such circumstances, we are of opinion that it is 
wholly unreal and artificial to separate the business from its owner 
and treat them as if they were separate entities trading with each 
other and then by means of a fictional sale introduce a fictional 
profit which in truth and in fact is non-existent. Cut away the 
fictions and you reach the position that the man is supposed to be 
selling to himself and thereby making a profit out of himself which 
on the face of it is not only absurd but against all canons 
of mercantile and income-tax law. He may keep it and not 
show a profit. He may sell it to another at a loss and cannot 
be taxed because he cannot be compelled to sell at a profit* But in 
this purely fictional sale to himself he is compelled to sell at a 
fictional profit when the market rises in order that he may be 
compelled to pay to Government a tax whfch is anything but 
fictional. 

"Consider this simple illustration. A naan trades in rice and 
also uses rice for his famdy consumption. The bags are all stored 
in one godown and lie draws upon his stock as and when he finds 
it necessary to do so, now for his business, now for his own use. 
What he keeps for his own personal use cannot be taxed however 
much the market rises ; nor can he be taxed on what he gives away 
from liis owu personal stock, nor, so far as his shop is concerned, 
can he be compelled to sell at a profit. What he chooses to do with 
the rice in his godown is no concern of the Income-Tax Department 
provided always that he does not sell it or otherwise make a profit 
out of it- He can consume it, or give it away, or just lit it rot. How 
cair he be said to have made an income personally or his business a 
profit, because he uses 10 bags out of his godown for a feast for the 
marriage of his daughter 

8. Under section 10(2A), where, for the purpose of comput¬ 
ing business profits, an allowance or deduction has been made in a 
past assessment in respect of any loss, expenditure or trading 
liability incurred by the assessee, and subsequently the assessee has 
received, whether in cash or in any other manner, any amount in 
respect of such loss or expenditure or has obtained some benefit in 
respect of such trading liability by way of remission or cessation 
thereof, the amount received by him or the value of the benefit 
accruing to him shall be deemed to be profits of the year of receipt 
or accrual. 

9. Under section 10(5A), compensation for termination of 
agencies is deemed to be profits of a business and is liable to tax 
accordingly. 

All compensation or other payments due to or received by a 
person on the termination or modification of any managing or 
other agency agreement or an agreement relating to his office of 
profit (if he is not chargeable under section 7 in respect thereof) are 
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liable to tax. It is not necessary for the application of this section 
that the right to the compensation should have arisen only in the 
previous year. Even compensation moneys payable before the 
previous year will be liable to tax if they are in fact received in the 
previous year. 

The compensation moneys will be included in the total income 
and charged to tax at the appropriate rate for that total income ; 
but if the assessee so elects the income other than the compensation 
will be taxed at the rate applicable to such income and the compen¬ 
sation income will be taxed at the average of the rates of the income- 
tax and super-tax charged on the assessee for the three preceding 
years. 

10. When an isolated transaction of purchase and resale is an 
adventure in the nature of trade, in determining the profits made by 
an assessee in such a transaction, expenditure incurred by the assessee 
in respect of that transaction during the years prior to the year of 
account cannot be disallowed on the ground that it was not incurred 
in the year of account. If the real profits made by the assessee in 
the transaction, from a commercial point of view, can only be 
arrived at by taking into consideration the expenditure incurred in 
the prior years also, credit must be given to the assessee in respect of 
such expenditure even though it may not strictly fall within the ambit 
of section 10. (31 I. T. R. 92). 

11. Income-Tax authorities cannot ignore the ordinary 
principles of commercial expediency simply because they are not 
codified anywhere. What the Income-Tax Act purports to tax is 
business profits, and business profits are the true profits of a 
business as ascertained according to commercial principles. There 
may be an expenditure or there may be a loss which may not be an 
admissible loss under any of the provisions of section 10(2) and yet 
such an expenditure or loss would have to be allowed in order to 
determine what were the true profits of a business, and it is the duty 
of everyone who has anything to do with taxing business people to 
understand what are the principles of commercial expediency. 
Unless one understands these principles it is difficult tc make a 
proper assessment on a business or on a business man. 

(31 I. T. R. 153). 

Deductions. 

While section 10(1) imposes a charge on the profits or gains 
of a business, it does not provide how these profits are to be 
computed. Section 10(2) enumerates various items which are 
admissible as deductions but they are not exhaustive of all allowances 
which could be made in ascertaining the profits of a business taxable 
under section 10(1). Profits and gains which are liable to be taxed 
under section 10(1) are what are understood to be such under ordi¬ 
nary commercial principles. 

When a claim is made for a deduction for which there is no 
specific provision under section 10(2\ whether it is admissible of 
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flot will depend on whether, having regard to accepted commercial 
•practice and trading principles, it can be said to arise out of the 
carrying on of the business and to be incidental to it. The loss for 
which a deduction is claimed must be one that springs directly from 
the carrying on of the business and is incidental to it, and not any 
loss sustained by the assessee even if it has some connection with his 
business. If that is established, then the deduction must be allowed, 
provided that there is no prohibition against it, express or implied, 
in the Act. (34 I. T. R. 10). 

The expression “profits or gains” in section 10(1) has to be 
understood in its commercial sense, and there can be no computation 
of such profits and gains until the expenditure which is necessary for 
the purpose of earning the receipts is deducted therefrom—whether 
the expenditure is actually incurred or the liability in respect thereof 
has accrued even though it may have to be discharged at some future 
■date (37 I. T, R. 1). This is what was held by the Supreme Court 
in Calcutta Co. Ltd. v. C. I. T. The facts of this case were :— 

The appellant bought lands and sold them in plots fit for 
building purposes undertaking to develop them by laying out roads, 
providing a drainage system, and installing lights, etc. When the 
plots were sold the purchaser paid only a portion of the purchase 
price and undertook to pay the balance in instalments. The 
appellant in its turn undertook to carry out the developments within 
•six months. 

In the relevant accounting year the appellant actually received 
in cash only a sum of Rs. 29,392 towards sale price of lands, but in 
accordance with the mercantile system of accounts adopted by it, it 
credited in its accounts the sum of Rs. 43,692 representing the full 
sale price of lands. At the same time it also debited an estimated 
sum of Rs. 24,809 as expenditure for the developments it had under¬ 
taken to carry out, even though no part of that amount was actually 
spent. The Department disallowed the expenditure. On appeal, 

' 4hc Supreme Court held— 

(i) That the undertaking to carry out the developments within 
rix months from the dates of the deeds of sale was unconditional, the 
-appellant binding itself absolutely to carry out the same. That 
undertaking imported a liability on the appellant which accrued on 
the dates of the deeds of sale, though that liability was to be dischar¬ 
ged at a future date. It was thus an accrued liability and the 
, estimated expenditure which would be incurred in discharging the 
same could be deducted from the profits and gains of the business, 
and the amount to be expended could be debited in accounts main¬ 
tained in the mercantile system of accounting before it was actually 
^disbursed. The difficulty in the estimation thereof did nOt convert 
the accrued liability into a conditional one, because it was always 
-open to the income-tax authorities concerned to arrive at a proper 
Estimate thereof having regard to all the circumstances of the case. 
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<n) That the sum of Rs. 24,809 represented the estimated 
amount which would have to be expended by the asses see in the 
course of carrying on its business and was incidental to the business 
and, having regard to the accepted commercial practice and trading 
principles, was a deduction which, if there was no specific provision 
for it under section 10(2), was certainly an allowable deduction in 
arriving at the profits and gains of the business of the appellant 
under section 10(1), there being no prohibition against it, express or 
implied, in the Income-Tax Act. 

Section 10(2) expressly provides for certain allowances to be 
deducted from gross receipts and section 10(4) expressly prohibits 
certain deductions ; but before dealing with these express allowances 
and prohibitions, some general principles governing the deductions 
may be considered. These are :— 

1. Profits should be computed in accordance with the method 
of accounting regularly employed by the assessee, provided the true 
profits can be deduced from such method. The various methods of 
accounting adopted by business and professional men are explained 
later in this chapter. 

2. Expenses expressly allowed should be deducted from gross 
receipts, and expenses expressly or impliedly disallowed should not be 
so deducted. 

3. Certain essential expenses (which are neither expressly 
allowed nor disallowed) and business losses (though not expressly 
allowed) should be deducted from gross receipts, provided such 
expenses and losses are of a non-capital nature and are not merely 
connected with the trade but are really incidental to the trade. It 
must, however, be noted that an assessee is not permitted to make 
all deductions which a prudent trader would make in ascertaining 
his own profits. 

4. Deductions can be permitted only in respect of those 
expenses and losses which are incurred in the relevant accounting 
year. For the purpose of computing yearly profits, each year is a 
separate self-contained period of time in regard to which profits 
earned or expenses and losses incurred before its commencement 
are irrelevant. Similarly, expenditure incurred subsequent to the 
accounting year cannot be allowed as a deduction. 

5. A deduction can be allowed only in respect of expenditure 
which is incurred for the purpose of the assessee's own business. If 
an assessee carries on several distinct businesses, the profits of each 
business must be computed separately. If one of the business is 
assessable under the Act, while another is not, the allowances 
relating to the non-taxable business cannot be deducted in computing 
the profits of the taxable business. * 

Where an assessee carries on different varieties of trade, 
commerce or manufacture, each variety will have to be regarded as 

8 
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a separate business, Unless one or more varieties are so closely con¬ 
nected with each other as to be capable of being regarded as one 
business. Where several businesses are carried on, it is a question 
of fact whether the businesses are separate and distinct or whether 
they are so interlocked with the main business of the assessee as to 
be really branches of one and the same business. If a company 
carries on several concerns, all those concerns do not necessarily 
constitute one business. Mere common ownership does not mean 
that they are merely branches of the same business. At the same 
time, the mere fact that the two businesses are of a distinct nature 
does not necessarily mean that they are distinct businesses. There 
may be tuo branches of a multiple store, one selling drugs and the 
other selling cloth. Nobody would suggest that these two depart¬ 
ments constitute two different businesses. The fact that the accounts 
of two businesses are kept separately does not necessarily make 
them distinct businesses. 

While the profits of each distinct business must be computed 
separately, the profits of all the branches of one business may be 
computed together. If the result of the various businesses is a loss, 
it can be set-off against income under any other head under 
section 24(1) ; and according to section 24(2) any loss remaining 
after such set-off may be carried forward for 8 years and set-off 
against the profits of the assessee from any business. 

6. Allowances which relate to a business closed before the 
commencement of the accounting year cannot be deducted from the 
profits of a separate existing business. The general rule is that the 
allowances of a dead business become capital losses. 

Admissible Expenses. 

The various deductions expressly provided for by section 10 (2) 
are given in its clause (i) to (zu). Clause (an;) is the residuary clause 
extending the allowance to items of business expenditure not covered 
by the preceding clauses. The allowances are :— 

(i) Rent paid for premises in which the business, profession or 
vocation is carried on. “Paid” means actual payment where the 
cash method of accounting is employed by the assessee, while it means 
expenditure incurred though not paid where the mercantile system 
of accounting is adopted. 

When any substantial part of the premises is used as a dwelling 
house by the assessee, the proportional annual value of the part so 
used must be deducted from the rent and only the balance will be 
allowed. 

If the premises are owned by the ow ner of the business, no 
allowance on account of rent is permitted, because the owner is not 
liable to pay tax on the income of the property. 

Where a portion of the building owned by the assessee and 
used for purposes of his business is Jet out to the employees of the 
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business, whose residence there is necesary for the efficient conduct 
of the business, the rent collected from the employees has to be 
assessed as income from business and not under the head “property”. 

The rent allowed is in respect of premises in which the business, 
profession or vocation is actually carried on. If the premises are 
taken on lease for business purposes for a term of years and, while 
the lease has still some years to run, the business ceases to be carried 
on in those premises but is carried on elsewhere, the rent paid for 
the premises after the business has ceased to be carried on there 
would not be allowed under this clause but would be allowable 
under clause (zii). 

However, the rent paid for the period during which 
the business is not carried on in the premises would not be allowable 
even under the clause ( xv ) if the lease could have been terminated 
when the business ceased to be carried on in the premises 
(34 I. T. R . 64). 

(ii) Repairs of premises v here the assessee is the tenant only 
and has undertaken to bear the cost of‘repairs. Where any subs¬ 
tantial part of th? premises is used as a residence by the assessee, 
the same proportion of the cost of repairs would be allowed as is 
taken in calculating the rent permissible. 

(Hi) Interest paid on capital borrowed for the purposes of 
the business, profession or vocation Interest on capital borrowed 
and employed in the business is allowable even if its payment is 
contingent upon the earning of profits. The borrowing must 
however be genuine and not bogus If for instance, debentures 
are issued by a private company to another company, and this latter 
company issues in turn its own debentures to the near relatives of 
the shareholders of the former private company, the borrowing is 
merely a fake in order to avoid tax. 

The proviso to this clause prohibits allowance on account of 
(a) interest liable to tax but payable abroad save under certain 
conditions stated in a previous chapter dealing with interest on 
securities and (fc>) interest paid by a firm to a partner whether on 
his capital or on his loan. 

In order to entitle an assessee to claim an allowance in res¬ 
pect of interest paid on borrowed capital, what is required is (a) 
that the money must have been borrowed by the assessee for the pur¬ 
pose of his business and (b) he must have paid as interest the amount 
claimed as an allowance. If these conditions are satisfied, the 
income-tax authorities are bound to allow the amount which has in 
fact been paid as interest; they have no power to reduce the quantum 
paid as interest to anything considered reasonable by them (31 I.T.R. 
803). 

Where the assessee claims deduction of interest paid on capital 
borrowed under section 10 (2)(iii), all that the assessee has to show 
is that the capital which was borrowed was used for the purposes 
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of the business of the assessee in the relevant year of account. It 
does not matter whether the capital is borrowed in order to acquire 
a revenue asset or a capital asset. If the capital is used in the year 
of account and the use is for the purpose of the business of the 
assessee, it is immaterial whether the user of the capital actually 
yielded profit or not, and it is not open to the Department to reject 
the claim of the assessee in respect of the interest paid on that capital 
merely because the use of the capital is unremunerative [34 I. T. R. 
265). 

(iv ) Premiums paid for insurance against the risk of damage 
or destruction of buildings, machinery, plant, furniture, stock or 
stores, used for purposes of the business, profession or vocation. 
Any other insurance is not covered by this clause, but may be allow¬ 
able under clause ( zv ). Sums not actually expended on the 
premiums, but merely set aside as a reserve for insurance, cannot 
be allowed as deduction, 

(u) The amount spent on account of current repairs to 
buildings, machinery, plant or furniture used for purposes of the 
business, profession or vocation. The phrase ‘current repairs' 
means such repairs required to keep these assets in a serviceable 
condition as are rendered necessary by ordinary wear and tear and 
are of their nature recurrent at comparatively short intervals. It 
also includes minor replacements of parts provided that such replace¬ 
ments are not of such an extensive nature as to change the identity 
of the asset in question. 

The question as to when a building, machinery, plant or 
furniture requires repairs must be decided not by any academic or 
theoretical test but by the test of commercial expediency. It is for 
a business-man primarily to decide when his building, machinery, 
plant or furniture requires repairs. 

(in), (fia), (xnb), (uic) and (mi). These five clauses deal with 
depreciation allowance and development rebate, which are discussed 
in detail in a subsequent chapter. 

(viii) Loss on the sale of dead or useless animals used for 
purposes of the business, profession or vocation otherwise than as 
stock-in-trade. 

( ix ) The amount paid on account of land revenue, local 
rates or municipal taxes in respect of such part of the premises as 
is used for purposes of the business, profession or vocation. No 
allowance can be claimed on account of any other rates or taxes 
whatsoever. 

( x ) Bonus or commission to employees, Only bonafide pay¬ 
ments of bonus or commission to employees for services rendered 
are allowable on the following conditions :— 

(a) That it should not have been payable to them as profits 
or dividend if it had not been paid as bonus or commi- 
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ssion. This is to prevent the partners of a firm or the 
members of a private company from escaping tax by 
distributing their profits by way of bonus or commi¬ 
ssion, to themselves as employees of their own firm or 
company, instead of distributing the moneys as profits 
or dividend, However, in order to deprive an assessee 
of the benefit of this clause, it is necessary that the 
same sum should be paid by way of bonus or commi¬ 
ssion as would otherwise have been payable to the 
employees as profit or dividend. Thus, where the 
shareholders of a private company are also employees 
in their own company and receive a bonus by reference 
to their salaries and not to their shareholdings in the 
company, the bonus would be an admissible deduction 
under this clause, for in such a case the employees may 
get more or less by w ay of bonus than they would have 
got by way of dividend. When a particular amount 
was paid by way of bonus to an employee, it wovld not 
be an admissible deduction if the same amount would 
have been paid to him as dividend or profit. This 
clause means that the profits of a business will not be 
allowed tor be dwindled by merely describing the pay¬ 
ment as bonus, if the payment is in lieu of dividend or 
profit (14 I. T. R. 647). 

(b) That the amount of the bonus or commission must be 
reasonable having regard to the pay of the employee 
and the conditions of his service, the profits of the 
business for the year in question, and the general 
practice in similar businesses. In determining the rea¬ 
sonableness of the bonus or commission all these three 
factors should, at the same time, be taken into consi¬ 
deration. It is not sufficient to take one or two of these 
factors into consideration (24 1. T. R. 566). 

Whether the payment of bonus or commission is voluntary or 
contractual, such an emolument is a permissible deduction only if 
the emolument is of a reasonable amount. Payments on account 
of bonus or commission are normally allowed as deduction unless 
there are grounds for suspecting that the amount of bonus or 
commission has been fixed with a view to avoidance of tax by the 
employer. 

It is settled law that reasonableness of the payment has to be 
judged not on the subjective standard of the assessing authorities 
but from the point of view of commercial expediency. In deciding 
whether remuneration paid to an employee by way of commission 
constitutes a reasonable expenditure, all the circumstances specifically 
referred to in the proviso to section 10f2)(x), judged from the view 
of a normal prudent business man, must be taken into account 
C 30 L T. R. 734). 
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(zi) Under this clause, bad and doubtful debts of a business, 
profession or vocation and the irrecoverable loans of a banking or 
money-lending business are allowable as a deduction. The distinc¬ 
tion between a bad debt and an irrecoverable loan is as follows :— 

A bad debt is an irrecoverable book debt of a business, profes¬ 
sion or vocation, whose accounts are kept on the mercantile basis. 
Where the accounts are kept on the mercantile basis, credit is taken 
for all transactions made on credit basis and they are treated as 
received by the assessee and tax paid on such book profits, so that 
ultimately when it turns out that either the whole or a portion of 
those book profits is not recoverable, then to that extent tax has been 
overpaid, and unless such irrecoverable portion is treated as a loss 
and deducted from the profit of a later year, needless tax would 
have been paid merely by reason of the method of accounting 
adopted. Thus bad debts can arise only in those businesses, the 
accounts of which are kept on the mcicantile basis. 

An irrecoverable loan can aiise only in a money-lending or 
banking business of which the accounts are kept on the cash basis. 
This is because cash lent to constituents is the stock-in-trade in the 
case of a banker or money-lender. 

An allowance for bad debts or irrecoverable loans is made on 
the following conditions :— 

(a) The bad debt or irrecoverable loan must be in respect of 

a business carried on by the assessee in the relevant 
accounting year. 

(b) The debts must be in respect of and incidental to the 

business, profession or vocation, and the loans must be 
made in the ordinary course of a banking or money- 
lending business. No deduction for bad debts is allowed 
unless the debts are in respect of and incidental to the 
business, profession or vocation and unless the loans 
are made in the ordinary course of banking or money- 
lending business. If a debt due 10 the assessee is not 
incidental to the business or if a loan was advanced by 
the assessee as a matter of commercial expediency or 
out of motives of business relationship, no allowance 
can be claimed in respect of such a debt or loan, and the 
loss must be treated as a capital loss. The loss incurred 
by a money-lender who stands surety for another, when 
it is no part of his business to stand surety, cannot be 
allowed as a bad debt of his business (36 /. T. R. 147). 

(i c ) The debt or loan must have become irrecoverable in the 
relevant accounting year and not prior to that year. It 
is not left to the creditor’s choice to determine when a 
particular debt became a bad debt, nor is it left to the 
banker or money-lender to decide when a loan or part 
of it became irrecoverable by merely writing off* the debt 
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or the loan or part of it in his books* One of the 
conditions is the writing off of the bad debt or the loan 
which has become irrecoverable, but that is not sufficient. 
The assessee must satisfy the Income-Tax Officer that 
in fact the debt or. the loan became irrecoverable in the 
year of account. A loan becomes irrecoverable or a 
debt becomes a bad debt when the creditor has no 
reasonable expectations of recovering it from the debtor 
or when there is no ray of hope at all on which the 
creditor can rely for recovering the amount from his 
debtor. So long as there is any ray of hope left to 
recover a debt, however dim it may be, and so long as 
a debt is in the process of realisation it cannot be said 
that it has become irrecoverable. 

(cl) The allowance is confined only to such sum, in respect 
of bad debts or irrecoverable loans, as the Income-Tax 
Officer may estimate to be irrecoverable ; but the sum 
allowed as a bad debt should not exceed the amount 
actually written off as irrecoverable in the books of the 
assessee. While the Income-Tax Officer is given a discre¬ 
tion to allow such amount as he himself may estimate to 
be irrecoverable, a maximum limit is at the same time 
set beyond which he may not go. It is not even a require¬ 
ment of the section that a debt which the Income-Tax 
Officer may treat as irrecoverable must be written off at all. 
All that the section means is that if a debt has actually 
been written off by the assessee in his books as irrecove¬ 
rable in a particular year, then the Income-Tax Officer, 
in making an allowance in respect of bad debts for that 
year, must not allow anything in excess of the amount 
which the assessee himself has written off. 

The “writing off” of a bad debt is a technical term. 
When a bad or doubtful debt is written off, a debit 
entry is made in the profit and loss account, but there 
are two methods of making the corresponding credit 
entry, namely, either in the debtor's account or in the 
bad and doubtful debts (or suspense) account. The 
first method will be employed where it is desired to close 
the account of the debtor, while the second method is 
employed where there are some chances of recovery 
howsoever remote they may be (24 L T . R. 53). 

(e) That if the amount ultimately recovered on a book debt 
or a loan is greater than the difference between the 
whole debt or Joan and the amount so allowed, the excess 
would be deemed to be a taxable profit of the year in 
which it is recovered, and, if less, the deficiency would 
be allowed in that year as a business expense. 

Where a Hindu undivided family business is partitioned or a 
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firm is dissolved, and the debts due to the family business or the 
firm are divided between the members of the family or the partners, 
what the members or partners get by way of a share in the assets of 
the old business become capital in their hands, and if any of the 
debts become irrecoverable, the loss would be a capital loss. But the 
allowance would be permissible where the loins advanced by the 
old business have become the circulating capital of the new business. 
It is not necessary that the debtor should enter into a fresh agreement 
to pay to the new concern the debt owing by him to the defunct 
family business or firm. 

(.m This clause permits a deduction in respect of any revenue 
expenditure incurred by the assessee on scientific research related to 
the business. 

(anii) This clause grants an allowance (a) for any sum raid to 
a scientific research association or to an educational institution to 
be used for scientific research whether the research is related to the 
assessee’s business or not, and (b) for any sum paid to an educational 
institution to be used for research in social science or statistical 
research related to the class of business carried on by the assessee. 

0m>) This clause provides that capital expenditure on scientific 
research related to the business of the assessee should be spread over 
five consecutive years, one fifth of the amount being allowed as a 
deduction each year. But whenever any capital asset used for 
scientific research is sold, the excess of the sale price over its written- 
down value, to the extent of depreciation allowed, will be deemed 
to be profits of the year in which the sale takes place. 

(xiva) Under this clause, public financial institutions approved 
by the Central Government, which have been set up to promote 
industrial development by providing long-term finance, are authorised 
to claim as a deduction, appropriations made to a special reserve 
account, of sums not exceeding 10 per cent of the total income of 
each year till the amount carried to the reserve account becomes 
equal to the paid-up share capital excluding the amount capitalised 
from reserves. 

(xv) This clause authorises the deduction of any expenditure 
laid out or expended wholly and exclusively for the purposes of a 
business, profession or vocation. This clause would cover the bulk 
of the outgoings of a business and authorise the deduction of what 
would, in most cases, be the main expenditure of a trade or business. 

An allowance under this clause is admissible only when it is 
not covered by the preceding clauses. If any claim falls under any 
of the preceding clauses it should be allowed only under that clause. 

The Bombay High Court has laid down as a dictum that in 
view of the very strict limitations placed by the Legislature upon a 
deduction falling under section 10 2)(xv), it is necessary and 
desirable that as liberal an interpretation as possible should be put 
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upon the right of an assessee to claim deductions under clauses (i) 
to (xiv) of section 20(2). 

The following conditions must be fulfilled in order that a 
particular item of expenditure may be allowed under this clause :— 

(a) It must be an expenditure and not a sharing of profits. 

A pay ment may be a payment of a share of profits simpliciter or a 
payment may be an item of expenditure the calculation of which 
is made with reference to the profits. If the payment falls in the 
first class, it cannot be deducted in calculating taxable profits, but 
if the payment falls in the second class, it can be deducted under 
section 10(2)(xv) as a payment laid out or expended wholly or 
exclusively for the purpose of the trade. 

An assessee company agreed to pay one-half of its net profits 
for a certain number of years to another company as part of the 
consideration for certain advantages which the assessee company 
derived from the agreement. As the agreement represents a joint 
adventure, the payment of a moiety of profits is not admissible as a 
deduction. 

A person paid a ginning company its normal ginning charges 
for getting his cotton ginned, and he also paid one-third of his 
profits in consideration of the company agreeing not to gin cotton 
for anyone else. The payment of the share of profits is not a 
business expense, as the arrangement between the parties is a joint 
adventure. 

The commission payable to employees and agents and ascer¬ 
tained by reference to profits is, however, allowable as a business 
expense. 

(b) It must not be of a capital nature or a personal expense 
of the assessee. What is capital expenditure has already been 
considered in a previous chapter. Personal expenses of the assessee 
are incurred for his domestic or private purposes, and they are not 
allowed even if they are necessitated by business or professional 
activities. 

If an assessee lets his own house and himself lives in a rented 
one, the rent paid by him is a personal expense. A person con¬ 
tracts an illness as a result of his professional work and incurs 
medical expenses. The medical expenses are personal expenses. 

(c) It must be laid out or expended wholly and exclusively 
for the purposes of the business, profession or vocation i. e., for 
the purpose of enabling a person to carry on a trade and earn 
profits. The expenditure allowed is that which is incurred for that 
purpose. 

Whether or not a particular expenditure has been incurred 
solely to earn profits depends in each case on the nature of the 
business, commercial practice, the nature of the expenditure and 
other circumstances. It is not therefore possible to enumerate what 
would and what would not be admissible under clause (xv). 
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la the case of companies, no expenditure in the nature of 
entertainment expenditure will be allowed which exceeds the aggre¬ 
gate amount calculated as under 


On the first Rs. 10,0\000 of the At 1% or Rs.5J00 which- 
profits computed before making ever is higher, 
any allowance for development 
rebate or entertainment expendi¬ 
ture. 


On the next Rs. 40,00,000 of the At l % 
profits (computed in the manner 
aforesaid). 

On the next Rs. 1,20,00,000 of the At 
profits (computed in the manner 
aforesaid). 

On the balance of the profits 
(computed in the manner aforesaid). Nil. 


In the case of non company assessees, however, an allowance 
for entertainment expenditure will be granted as usual. 

Though clause (xv) does not in express terms say so, the clause 
must, by necessary intendment, be understood as referring to ex¬ 
penditure which is laid out or expended for the purpose of carrying 
on the business of the assessee lawfully. If certain expenses would 
not have been necessary had the assessee carried on his business 
lawfully, and they became necessary because he had committed an 
unlawful act or had carried on the business in a manner prohi¬ 
bited by law, those expenses cannot fall within the ambit of section 
l0(2)(xv). 

The distinction between section 10(2)(x) and section I0(2)(xv) 
may be pointed out. Section 10(2)(x) deals with the bonus, or com¬ 
mission to be paid to an employee. In a case falling under section 
10(2) (x) it is not sufficient for the assessee to establish that he has 
paid a bonus or a commission to his employee. He has further to 
satisfy the taxing department that the bonus or commission is of a 
reasonable amount and the law has laid down certain tests which 
have got to be applied in order to determine whether the bonus or 
commission is a reasonable one or not. But before an assessee can 
become entitled to an allowance under section 10(2)(xv), he must 
satisfy the department of the purpose for which the amount is spent. 
Although the department is not entitled to go into the reasonability 
of the expense, the department is entitled to be satisfied as to the 
commercial necessity for expending the amount. 

As regards clause (xv), the Bombay High Court has consistently 
taken the following view ;— 


(a) That amounts spent by a business man for commercial 
expediency are permissible deductions. 
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(b) That it is not for the department to tell a business man 

how to conduct his business ; that must be left to the 
business man himself ; 

(c) When a claim is made under section T (2)(xv), all that 

the Department is concerned with is to test every 
expenditure and to determine whether it is incurred for 
the furtherance of the business ; and 

(d) That any moneys spent in the interest of the business or 

any moneys spent in the course of the business and 
which are incidental to the business, are allowable under 
this clause. 

It is not open to the Department to adopt a subjective standard 
of reasonableness and disallow a part of business expenditure as 
being unreasonably large ( 28 /. T. R. 378). But this principle is 
now subject to the provisions of section 10(4A). 

Examples of expenditure allowed or disallowed under clause (xv). 
The following are examples of expenditure allowed or disallowed 
under section 10(2) (xv) :— 

(1) Legal expenses incurred in the course of the normal 
carrying on of business, or to avoid a business liability (e. g., for 
alleged breach of a trading contract), or to defend the assessee’s 
title to his assets (e. g., land and buildings, or to secure the termi¬ 
nation of a disadvantageous trading relationship (e. g., removal of 
an undesirable employee), are allowable as being incurred for the 
purpose of business. 

Similarly, legal expenses incurred by a director of a company 
in defending a suit brought to challenge the validity of his election 
to the directorship are allowable under section 12(2), as they are 
incurred to save his income from director’s fees. 

Costs and penalties incurred by an assessee in proceedings 
launched against him for infractions of the law (e. g., for breaches 
of customs, excise or other regulations) have been disallowed, as the 
expenditure could not be regarded as for a business purpose 
(23 I. T. R. 427) 

Legal expenses incurred in fighting income-tax liability or in 
defending an action in which there are allegations reflecting upon 
the assessee’s business integrity, are not allowable, as they are 
not incurred for the purpose of business. 

(2) Damages paid by an assessee are allowable if they are 
incurred in his capacity as a trader. Compensation payable as a 
result of negligence in carrying on the business is allowable, but 
damages occasioned by deliberate and dishonest breaches of contract 
are not deductible as business expenditure. 
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(3) Remuneration paid to employees is allowable if the 
payment is made solely and exclusively for the purposes of the 
business. It is left to an employer to determine for himself in what 
manner he should remunerate his employees, but the law requires 
that whatever amount he pays to his employees must be wholly and 
exclusively for the purposes of his business, and it is therefore for 
the Income-Tax Officer to decide whether any remuneration paid by 
the employer to his employees has been wholly and exclusively 
expended for the purposes of his business. It is open to the Income- 
Tax Officer to take into consideration various factors which go to 
show whether the amount was paid as required by law. For instance, 
he may take into consideration whether the moneys were paid to 
a near relation of the employer, the extent of the business, the 
particular services rendered by the employee; and so on. 

Under section 10 (4A), any remuneration, benefit or amenity 
granted by a company to a director or to a person having a substan¬ 
tial interest in the company may be wholly or partly disallowed if 
in the Income-Tax Officer’s opinion it is excessive or unreasonable. 

Remuneration paid to the employees of a branch office for a 
period during which the business is not carried on at the branch 
would not be allowable if the contracts of service could have been 
terminated when the business ceased to be carried on there (34 
I. T. R. 64). 

Pension, gratuities and other voluntary payments made to 
employees, in order to retain the services of the staff and to increase 
their efficiency, are deductible, as being wholly and exclusively laid 
out for the purpose of the trade. On the other hand, voluntary 
pensions and lump sum payments made by a company to its emplo¬ 
yees on its winding up are not allowable as being made for the 
purpose of business. 

Compensation paid by an employer to an employee for loss 
of office is allowable in the hands of the employer but is taxable 
in the hands of the employee. From the employer’s point of view 
the admissibility of the amount paid cannot be questioned provided 
the business continues. It is a rule that expenditure should only 
be allowed if it is incurred for the purpose of earning the profits 
of the business. Therefore a bonus or any other payment which 
relates to past services or to services up to the date of cessation of 
the business are allowable. 

Compensation paid to a managing director for premature 
termination of his services would be deductible if the company had 
acted on business considerations; the department cannot disallow the 
payment or a part thereof on the ground that the claim for compen¬ 
sation would not have succeeded wholly or partly in a court of law 
(36 L T. R. 114). 

A payment made to get rid of an employee in the interest of 
the trade is deductible as expenditure wholly and exclusively incurred 
for the purpose of business. 
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Where a special allowance is bona fide paid by the assessee to 
an employee specifically to meet expenses wholly and necessarily 
incurred in the performance of his duties, the assessee is entitled 
to a deduction in respect of the special allowance without proof of 
the amount actually spent by the employee and despite the fact that 
the special allowance may be exempt from tax under section 4(3) 
(vi) in the hands of the employee {25 I. T. R. 102). 

Presents given to employees by way of gifts, and not as perqui¬ 
sites for services rendered, are not allowable. 

Bona-fide expenditure of a revenue nature incurred for the 
welfare of employees is treated as business expenditure and allowed. 

(4) Employer's contributions to a recognised provident fund 
or an approved superannuation fund are allowed. 

Contributions to an unrecognised provident fund made by an 
employer are allowable, if the fund is constituted as an irrevocable 
trust and if no part of the employer’s contributions can be recovered 
by him. If the fund remains in the hands or under the control of 
the employer, no contribution by him would be allowed as a deduc¬ 
tion, but actual payments of the employer’s contributions and the 
full amount of interest paid to employees leaving the service would 
be allowed in the year in which such payments are made provided 
that effective arrangements are made for the deduction of tax from 
such payments. 

Contributions to an unapproved superannuation fund by an 
employer are allowable, if the fund is constituted as an irrevocable 
trust and if no part of employer’s contributions can be recovered 
by him. If the fund remains in the hands or under the control of 
the employer, no contribution by him would be allowed as a 
deduction, but actual payments of pensions to ex-employees, or to 
their widows or children would be allowed when the pensionary 
payment is a fixed and recurring one. No claims on account of 
pensions will, however, be entertained when they are paid to persons 
who have or who at any time had a share or interest in the business, 
profession or vocation. 

As a result of industrial courts’ awards, certain companies are 
now compelled to pay their retiring employees gratuities at certain 
specified rates, and with a view to making adequate provision for 
such gratuities employers usually create gratuity funds, Contributions 
by employers to such gratuity funds are allowable, if the fund is 
constituted as an irrevocable trust and the rules of the fund contain 
specific provisions to safeguard the interest of revenue and of the 
employees. 

(5) Premiums for insurance of buildings, machinery, plant, 
furniture, stock or stores are allowed under clause (iv). Premiums 
paid for other insurance are deductible under clause (xv). Such 
other insurance may be (a) against loss of profits consequent upon 
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damage by fire, (b) on the life of an employee, who personally 
influences the business and whose death would cause a diminution 
of profits, or (c) against accident to employees as well as to cover 
the risk of liability under the Workmen's Compensation Act. 

(6) Cost of production, transport and marketing of goods, 
payments made to secure the benefit of the payee’s technical and 
financial knowledge and experience or commission paid to the 
guarantors of the assessee’s temporary loans taken in the ordinary 
course nf carrying on the business, have been held deductible, as 
moneys laid out for the purpose of the business. 

(7) Compensation paid to agents. Money paid by a company 
in a lump sum as compensation for loss of agency whereby the 
company relieved itself of future annual payments of commission 
chargeable to revenue is an allowable deduction. It must be noted 
that such a receipt in the hands of the agent is a capital receipt 
though it is now taxable under section !0(5A). Capital receipts do 
not necessarily spell capital expenditure and vice versa. 

Compensation paid for the cancellation of a contract, if it 
was one for goods and not for capital assets, is an admissible 
deduction. 

(8) Subscri itions given by a business are allowed if their 
payment is compulsory or commercially expedient and of benefit to 
the payer. 

(9) Presents and expenses incurred in connection with Diwali 
or mahurat or other customary d y of opening new accounts are 
allowable subject to a maximum of Rs. 200. 

(10) Brokerage is allowable if it is paid for selling goods or 
for procuring orders, but not for raising long-term loans or securing 
capital. 

(11) Audit and other accountancy charges incurred annually 
including expenses of settling the income-tax liability of an assessee 
are ordinarily allowed, but expenses connected with subsequent 
proceedings before the higher authorities will not be allowed. 

(12) Advertising charges are allowed if they are incurred in 
selling the goods in the ordinary course or in expanding an existing 
business. But advertising expenditure in connection with the 
opening of a new business or in extending the activities of a business 
in new directions would be capital expenditure. 

N. B.—Other examples of expenditure allowable under clause 
(xv) v ould be found in the chapter dealing with capital and revenue. 

Inadmissible Expenses 

In computing the taxable profits of a business, profession or 
vocation, the following expenses are expressly disallowed :— 
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(1) Under section 10(2)(iii), any interest chargeable under the 
Income-Tax Act, which is payable outside India, except under 
certain conditions as explained in a previous chapter dealing with 
interest on securities. 

(2) Under section 10(4)(a), any payment chargeable under the 
head salaries, which is payable outside India, unless tax has been 
paid thereon or deducted therefrom. 

(3) Under section 10(4)(b), any interest, salary, commission 
or remuneration paid by a firm to any of its partners. This is an 
absolute prohibition and there is no distinction between payments 
by way of interest, salary, commission or remuneration made to a 
partner as a partner and such payments made to him in a different 
character, e. g , as the proprietor of an independent business. 

The hotel charges of the partners of a firm in respect of a tour 
undertaken for the purpose of procuring business for the firm are 
not allowable. 

Interest paid to partners of a firm on moneys borrowed from 
them by the firm cannot be deducted. There is, however, nothing 
in the Income-Tax Act which excludes from the computation of the 
income of the firm any amount paid as interest by a partner for 
money borrowed by him from the firm. 

Payments other than interest, salary, commission or remunera¬ 
tion, are not prohibited. Thus, rent paid by a firm to a partner who 
owns the premises in which the firm carries on business and in 
respect of which the firm is a tenant of the partner, is admissible as 
a deduction. So also a rebate allowed to a partner on grounds of 
commercial expediency is an admissible deduction. Rebate differs 
from commission. Commission is of the nature of recompense or 
reward for services. Rebate, on the other hand, is a remission 
or a payment back and of the nature of a deduction from the 
gross amount ('Jy I.T.R. 594). 

Hindu undivided families carrying on a family business and 
private limited companies are not affected by this prohibition, 
because they are not partnerships. Reasonable remuneration paid 
to a member of a Hindu undivided family for services rendered to 
the family business or to the directors of a private limited company 
is allowable. 

(4) Under section 10(4)(c), a payment to an unrecognised 
provident fund or to any other fund established for the benefit of 
employees, unless effective arrangements have been made to secure 
proper deduction of tax from any payments made from such fund 
which are chargeable under the head salaries. 

(5) Under section 10(4A), any allowance in respect of 
remuneration, or benefit or amenity provided by a company to a 
director or a shareholder having not less than 20% voting power, if 
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in the opinion of the Income-Tax Officer such allowance is excessive 
or unreasonable. 

(6) Under section 10(4A), any allowance in respect of any 
assets of a company used by any person referred to in (5) above, 
either wholly or partly for his own purposes or benefit, if in the 
opinion of the Income-Tax Officer such allowance is excessive or 
unreasonable. 

Any amount disallowed in the assessment of a company by virtue 
of section 10(4A), will of course be taxable in the hands of the recipients. 

(7) Drawings of proprietor or partners. 

(8) Private or personal expenses of the propiietor. 

(9) Any provision for bad and doubtful debts or for 
taxation. 

(10) Amounts transferred to reserves. 

(11) Expenditure in the nature of charity or presents. 

(12) Income-tax, super-tax and other tax on income. Cut 
sales tax is allowable. 

(13) Expenditure in the nature of capital. Any capital 
expenditure disallowed a* a deduction from profits may , however, be 
entitled to depreciation allowance. 

(14) Rental value of the premises owned and occupied for 
business. 

(15) Past losses charged to profit and loss account. 

(16) Depreciation in excess of the admissible amount. 

(17) Any other expenditure not incurred wholly and exclusi¬ 
vely for purposes of the business. 

Valuation of Stock 

The question of valuation of stock arises in the computation 
of business profits. In every-day business, it is very seldom that a 
trader is able to sell every bit of the goods he purchases in a year. 
In computing the profit or loss for the year, it is therefore essential 
to take into account not only the sales but also the value of what 
remains on hand as stock, the cost of purchases in the year and the 
value of goods brought over from a preceding year. 

The problem of the valuation of stock presents two facets : (t) 
the quantum of stock and (ii) the rate at which the quantum is to 
be valued for j urposes of income-tax, The trading stocks which 
remain on hand at the end of the year of account (i. e., closing 
stocks) become at the beginning of the succeeding year the opening 
stocks for that year. The amount of the opening stocks cannot 
therefore differ from that of the corresponding closing stocks for 
the preceding year. 
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To arrive at the correct quantum of stock, at least two opera¬ 
tions are necessary : hist, to list the goods unsold as on the last 
date of the accounting period, and secondly, to check the correctness 
of such a list by reference to the goods owned and acquired during 
the accounting period and those disposed of;in the same period. 
Without the second operation the stock list cannot be accepted as 
having been proved correct. In certain trades this verification is 
not easy either because an identifiable description of sales is not 
possible as in the retail trade, or because, as in a manufacturing 
business, the purchases being of raw materials and the sales being 
of goods manufactured out of them, a relative quantification of 
sales and purchases is difficult. 

As regards the valuation of stocks, the income-tax authorities 
require that, once a particular method of valuation is elected, the 
same method must be consistently followed from year to year, 
change being permissible only with the approval of the Income-Tax 
Officer. This is not expressly provided in the Act, but section 13 
provides that profits shall be computed in accordance with the 
method of accounting regularly employed by the assessee. A 
“method regularly employed’’ would include the method of valuation 
of stock also. The courts have supported the view that a method of 
valuation once employed cannot be changed to suit the convenience 
of the assessee. 

In view of the fact that section 13 is sufficient for insisting on 
proper and constant vacation of stock, there is no need of intro¬ 
ducing any rules in this connection. Such rules might fetter the 
discretion novV enjoyed by the Income-Tax Officer to make exceptions 
in deserving cases. Thus, when goods are damaged by fire, flood, 
white ants or other natural causes, it is the practice of the income- 
tax authorities to allow the trade to reduce the value of stock by a 
reasonable amount. 

Under the approved methods of commercial accounting, stock 
may be valued at cost price, at market price, or at either cost or 
market price whichever is less. There is nothing in Ihe income-tax 
law which either prescribes or supports any particular method of 
stock valuation. An assessee may adopt any method of stock 
valuation he chooses but he must stick to it. The other methods of 
valuation found in this country are (a) the valuation of the goods 
at one uniform rate irrespective of the fluctuations ; (b) the valuation 
of the goods at a rate reducing the cost or market rates by a certain 
percentage as a margin of safety ; and (c) a valuation made at the 
discretion of the assessee without any definite system. 

In regard to the valuation of stock on the basis of cost or 
market price whichever is lower, there are two ways in which this 
can be done, namely : 

(i) The ‘individual method’ or ‘pick and choose method', 
and 


9 
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(ii) The ‘global method'. 

Under the former method, one has to take the average cost or 
market value whichever less in respect of each separate article of 
the stock ; whereas under the latter method, one has to arrive at 
two separate valuations of the entire closing stock (one the aggregate 
cost price of each of the articles, and the other aggregate of the 
market value of the same articles, and to adopt the lower of the 
two valuations. Both these methods are acceptable for income-tax 
purposes. Thus— 


Stock Inventory 


Articles of 

Cost Price 

Market Price 

Lower of Cost or 

Stock 



Market Price 


Rs. 

Rs. 

Rs. 

A 

1,500 

1,600 

1,500 

B 

3,700 

3,500 _ 

3,500 

C 

6,800 

6,300 

6,300 

D 

7,500 

9,000 

7,500 

E 

4,500 

4,200 

4,200 


“ 24,000 

24,600 

23,000 


According to the individual method, the stock would be valued 
at Rs. 23,000, while according to the global method, it would be 
valued at Rs. 24,000. 


When stock is valued at cost or market price whichever lower, 
it is an exception to the general rule that a precautionary reserve for 
an anticipated loss is not allowable and that no unrealised loss can 
be set off against the profits of the year. 

To sum up, the position as regards the valuation of stock-in- 
trade is as follows :— 

(0 The stocks should be valued at cost price or market rate 
whichever may be lower. 

(ii) Where any other method of valuing stock is adopted, it 

must be followed throughout. 

(iii) If the valuation of closing stocks is disturbed, the open¬ 

ing stocks must also be revalued on the same basis to 
arrive at the correct result of the year’s working for the 
purpose of assessment. 

Some of the important legal decisions on the question of stock 
valuation are as under ’— 

(1) It is well established that on general principles of commer¬ 
cial accounting, in the profit and Joss account of a merchant's or 
manufacturer’s business, the values of the trading stock in hand at 
^be beginning and at the end of th^ accounting year should be 
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entered at cost or market rate whichever is lower (C. I. T. v. Chari 
and Ram and C. L T. u. Raipur Manufacturing Co . Ltd.). 

(2) The assessee is free to adopt his own method of accoun- 
ting, and, instead of valuing the stock at cost or market price which¬ 
ever is lower, he may regularly employ the method of valuing it only 
at cost both at the beginning and at the end of every year irrespective 
of fluctuations in the market value, or always at the market rate 
irrespective of the question whether it is lower than cost. But what¬ 
ever basis 6f valuation is adopted it must be adhered to consistently ; 
a casual departure from the basis of valuation cannot be accepted 
(C./.T.v. Viseswardas Gokuldas). 

(3) The one thing that is essential is that there should be a 
definite method of valuation which should be carried through from 
year to year, so that in case of any deviation from strict market 
values in the entry of the stock at the close of the year it will be 
rectified by the accounts in the next year (C. I. T. v . Ahmedabad 
New Cotton Mills —Privy Council decision). 

(4) If there is any undervaluation, the stock should be revalued 
and brought up and it should be so done both with reference to the 
opening stock as well as the closing stock and not merely as regards 
the latter (C. L T. v. Ahmedabad New Cotton Mills-~ Privy Council 
decision). 


Illustrations 

What adjustment would be necessary for computing the taxable 
profits of a business for the assessment years 1960-61 and 1961-62 
in the following cases, the account year being the calendar year ? 

(a) A company has always valued its closing stock at cost ; 
but in fhe year 1959 its op ning and closing stocks, appearing in 
the Profit & Loss Account at Rs. 4,50,000 and Rs- G,30,000 respec¬ 
tively, were valued at 10% bjlow cost- The closing stock of 1960 
was again valued correctly at cost- 

lb) A company has always valued its closing stock at cost ; 
but in the year 1959 its opening and closing stocks, appearing in 
the Profit and Loss Account at Rs. 6,30,000 and Rs. 4,50,000 respec¬ 
tively, were valued at 10% below cost. The closing stock of I960 
was again valued correctly at cost. 

(c) A company has always valued its closing stock at cost ; 
but in the year 1959 its closing stock, appearing in the Profit and 
Loss Account at Rs- 9,00,000 was valued at 10% below cost. The 
closing stock of 1960 was again valued correctly at cost. 

1 . (d) The opening and closing stocks of a company, values of 

which appear in its Profit & Loss Account for i960 at Rs. 2,70,000 
and Rs. 4,50,000 respectively, were valued at 10% less than their 
respective costs. The market prices thereof on 31st December 1959 
and 31st December 1960 were higher than their costs. 
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(e) The opening and closing stocks of a company, values tif 
which appear in its Profit and Loss Account for 1960 at Rs-6,00,000 
and Rs. 8,50,000 respectively, were valued at 20% below market 
price. The company’s method of valuing the closing stocks is to 
value them at cost or market price whichever is lower. The market 
price was lower than cost on 31-12-1959 and 31-12-1960. 

(f) Prior to 1959, a company always valued its stocks at 
cost. In 1959 both the opening and closing stocks appearing in 
its Profit & Loss Account at Rs. 4,50,000 and Rs. 3,60,000 respec¬ 
tively were valued at 10% below cost- In 1960 the closing stock 
was again valued at cost. 

(a) The closing stock of 1958 amounting to Rs. 5,00,000 waj 
correctly valued at cost ; but when it became the opening stock o* 
1959 it was valued at 10% less and shown in the Profit & Los s 
Account for 1959 at Rs- 4,50,000- It is obvious that in doing s° 
Rs. 50,000 must have been debited to some reserve account. 

By this deviation from the usual method of stock valuation, 
the figure of profit shown by the Profit & Loss -Account has been 
understated by Rs. 20,000 as calculated below • 

Rs. 

Undervaluation of closing stock (1/9 of Rs- 6,30,000) 70,000 

Undervaluation of opening stock (1/9 of Rs.4,50,000) 50,000 

" 2(hOQQ 

Therefore in computing the taxable profits of 1959 for the. 
assessment year 1960-61, Rs. 20,000 should be added to the figure 
of rofits shown by the Profit & Loss Account- 

As a result of the undervaluation of the opening stock of 1960, 
the profit shown by the Profit & Loss Account of that year is 
overstated by Rs. 70,000- Therefore in computing the taxable 
profits of I960 for the assessment year 1961-62, Rs. 70,000 should 
be deducted from the figure of profits shown by the Profit & Loss 
Account. 

(b) In this case also in revaluing the opening stock at 10% 
below cost, Rs- 70,000 must have been debited to some reserve 
account. But in this deviation from the usual method of stock 
valuation, the figure of profit shown by the Profit & Loss Account 
of 1959 has been-overstated by Rs. 20,000 as calculated below •— 

Rs* 

Undervaluation of opening stock (l/9 of Rs. 6,30,000) 70,000 

Undervaluation of closing stock (l/9 of Rs. 4,50,000) 50.000 

20 000 

Therefore in computing the taxable profits of 1959 for the 
assessment year 1960-61, Rs. 20,000 should be deducted from the 
figure of profits shown by the Profit and Loss Account. 
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As a result of the undervaluation of the opening stock of 1960, 
the profit shown by the Profit and Loss Account of that year is 
overstated by Rs. 50,000. Therefore in computing the taxable 
profits of I960 for the assessment year 1961-62 Rs- 50,000 should 
be deducted from the figure of profits shown by the Profit and Lo~s 
Account. 

(c) The closing stock of 1959 is undervalued by Rs. 1,00.000 
(1/9 of Rs. 9,00,000), and therefore the figure of profit shown by the 
Profit & Loss Account of 1959 is understated by Rs. 1,00,000. 

In computing the taxable profits of 1959 for the assessment 
year 1960-61, Rs. 1,00,000 should be added to the figure of profit 
shown by the Profit & Loss Account. 

As a result of the undervaluation of the ope ning stock of I960* 
the profit shown by the Profit and Loss Account of that year is 
overstated by Rs. 1,00;000. Therefore in computing the taxable 
profits of 1960 for the assessment year 1961-62, Rs. 1,00,000 should 
be deducted from the figure of profit shown by the Pro at & Loss 
Account. 

(d) As the opening and closing stocks have both been valued 
at 10% below cost it appears that the company has always valued its 
stock on this basis. If this method of stock valuation has been 
regularly employed by the company, it is not necessary to make 
any adjustment in respect of stock valuation. 

However, if the company valued its stocks in the past at cost 
or market price whichever less, but changed the mode of valuation 
in 1960, then by this deviation the figure of profit for 1960 has been 
understated by Rs. 20,000 as calculated below ■' 


Undervaluation of closing stock 

(l/9th of Rs. 4,50,000) 

Rs. 

50,000 

Undervaluation of opening stock 

(l/9th of Rs. 2,70,000) 

30,000 


20,000 

Therefore in computing the taxable profits for the assessment 
year 1961-62, Rs. 20,000 should be added to the figure of profits 
shown by the Profit & Loss Account for i960. 

(e) By this deviation from the usual method of stock valua¬ 
tion, the figure of profit shown by the Profit and Loss Account 
has been understated by Rs. 62,500 as calculated below :— 

Rs. 

Undervaluation of closing stock 

(l/4th of Rs. 8,50,000) 2,12,500 

Undervaluation of opening stock 

(l/4th of Rs. 6,00,000) 1,50,000 

62,500 
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According to the usual method the stocks (both opening and 
closing) should have been valued at market price because it was 
lower than cost. 

Rs. 62,500 will therefore be added to the profit of 1960. 

(f) By departure from the usual method of stock valuation 
the profit of 1959 has been overstated by Rs. 10,000 as calculated 
below ' 

Rs. 

Undervaluation of opening stock 

(1/9 of Rs. 4,50,000) 50,000 

Undervaluation of closing stock 

(1/0 of Rs. 3,60,000) 40,000 

10,000 


Therefore in computing the taxable profits of 1959 for the 
assessment yeai 1960-61, Rs. 10,000 would be deducted from the 
figure of profits shown by the Profit and Loss Account of 1959- 

In 1960 the closing stock is properly valued but the opening 
stock appearing in the Profit and Loss Account is still undervalued 
by 10% with the result that the profits of I960 are again overstated 
by Rs. 40,000 (1/9 of opining stock of 3,60,000). Therefore in 
compiting the taxible profits of 1960 for the assessment year 
1961-62, Rs. 40,000 should be deducted from the figure of profits 
shown by the Profit and Loss Account for 1960 

Shares held as Stock-in-Trade. In the case of a dealer in shares 
and securities, the unsold stock thereof held at the close of an acco¬ 
unting year must be valued according to the principles laid down 
above. But the following two points must be noted in this connec¬ 
tion :— 


(1) Where a dealer in shares receives some bonus shares in 
respect of the shares already held by him, ‘and he sells the shares 
which had been purchased by him and retains the bonus shares, 
the profit or loss should be computed by deducting the purchase 
price of those shares from their sale pjice, ignoring , the bonus 
shares altogether, and not by averaging the cost of^11 the shares. 
This is what has been held by the Supreme Court (36 I. T. R. 257). 

(2) If an assessee purchases some shares as an investment, 
but later on he converts these sharest into his stock-in-trade and 
carries on a business in shares, the profit or loss on the sale of such 
shares will be the difference between their sale price and their market 
price on the day when th:y were taken as the stock in-trade of the 
assessee, and not the difference between the sale price and the price 
at which the assessee had Originally purchased the shares. 
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What is brought to tax as profits of a business is the real 
profits of the business, and to determine the real profits the accounts 
of the business must be considered on commercial principles ; the 
capital appreciation of the shares from the date of their purchase up 
to the date when they are taken as the stock-in-trade of the assessee’s 
business, cannot be treated as profits of the business. What is being 
assessed to tax in a business is not any profits considered from a 
theoretical, academic or legalistic sense, but commercial profits, i. e,, 
profits which are made in a business by the carrying on of the 
business which a commercial man would accept as profits of that 
business. It is not the point of view of the Department with regard 
to the profits which should prevail with the Court, but the point of 
view of the commercial man {30 I. T. R. 753). 


Illustration 

X is a dealer in shares whose accounting year ends on 31st 
March. He values his stock of shares in hand at the end of an 
accounting year at cost. He had the following transactions in the 
shares of Y Ltd. during the two years ending 31st March 1%0 
and 1961 •— 

1959 

Nov. 11 Bought 50 shares for Rs. 49,101. 

1960 

Jan. 9 Received 50 free bonus shares of Rs- 250 each- 
12 Sold 50 shares (which were purchased on 11th 
November 1958) for Rs. 26,125. 

March 5 Purchased 100 shares for Rs. 48,359. 

April 20 Purchased 200 shares for Rs. 99,939. 

1961 

March 14 Sold 300 shares for Rs. 1,20,550- 

^ork out X’s profit or loss for income-tax purposes for the 
assessment years 1960-61 and 1961-62- 



Account of Shares in Y Ltd- (tor 1959-60) 
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Profits of Tea and Sugar Companies 

Tea Companies. Income derived from the sale of tea grown 
and manufactured by the seller in India is computed as if it were 
income derived from business, but 40 per cent of the income is 
deemed to be profits liable to tax, the remaining 60 per cent being 
treated as agricultural income. 

In computing such income an allowance is to be made in 
respect of the cost of planting bushes in replacement of those that 
have died or become permanently useless in an area already planted 
and also in respect of the upkeep of extensions of the estate which 
are not in bearing. No capital expenditure in connection with such 
extensions is, however, admissible. Thus, the cost of replanting of 
an abandoned area is not an admissible deduction, as it is capital 
expenditure. 

Sugar Companies. In the case of a sugar mill company owing 
its own agricultural farm, the income is derived partly from agricul¬ 
ture and partly from business. In determining that part which is 
chargeable to income-tax und:r the head business, the market value 
of any agricultural produce raised by the assessee or received by 
him as rent in kind and utilised as raw material in such business 
or the sale receipts thereof shall be deducted, but no further deduc¬ 
tion shall be made in respect of any expenditure incurred by the 
assessee as a cultivator or receiver of rent in kind. 

For this purpose, the market value means either (a) where the 
agricultural produce is sold in the market, the value calculated 
according to the average price at which it has been so sold during 
the year previous to that in which the assessment is m£de, or 
(b) where the agricultural produce is not ordinarily sold in the 
market in its raw state the cost of production plus a reasonable rate 
of profit as determined by the Income-Tax Officer. 

Profits of Oil Companies 

Section 10 (2AA) grants certain special allowances to an 
assessee who carries on business, in association with the Central 
Government, of prospecting for, extracting or producing mineral 
oils. This sub-section does not apply except so far as it is rendered 
applicable by a provision specified in an agreement between the 
assessee and the Central Government for allowances which may be 
in lieu of or in addition to the allowances admissible under 
section 10(2). 

This sub-section read with such an agreement with the Central 
Government would permit an assessee to claim allowances which 
may on general principles be inadmissible, e. g., allowances relating 
to diminution or exhaustion of wasting capital assets or allowances 
in respect of expenditure which would be regarded as on capital 
account on the ground that it brings into existence an asset of 
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enduring benefit or constitute* initial expenditure incurred in setting 
the profit-earning machinery in motion. 

Such an assessee will not, however, be entitled to the benefit of 
section 15C. 

Omission of Income from P. & L. Account : 

If any income is not shown in the profit and loss account (e. g., 
interest derived from sinking fund investments transferred direct 
to sinking fund and not through the profit and loss account, or an 
exceptional profit made during the year transferred direct to the 
propritor’s capital account and not through the profit and loss 
account), such income should be included in the profits of the busi¬ 
ness liable to tax. On the other hand, any income appearing in the 
profit and loss account but not taxable under section 10 should not 
be taken into account when computing taxable profits from business, 
profession or vocation. Such income, if taxable, would be taxed 
under its appropriate head. 

Cash Credits. In the case of dishonest assessees, false cash 
credits are passed in a personal account, particularly the account 
of a partner or a female relative or even of the proprietor himself in 
order to conceal profits. Therefore when an item appears as a 
cash credit in any of these accounts a presumption is drawn by the 
Income-Tax Officer that it represents undisclosed profit and it is 
therefore included in the taxable profits of the business, profession 
or vocation, unless it is properly and satisfactorily explained. Cash 
credits appearing in a suspense account are also treated in the 
same way. 

The explanations usually given by assessees in such cases are 
that the money wals received from home or that the money was 
feceived from father-in-law or mother-in-law or that the money was 
the sale proceeds of ornaments. These pleas are not accepted by 
the income-tax authorities except in very special cases when a 
satisfactory explanation is forthcoming. If a cash credit in an 
account is a genuine receipt, the assessee should have no difficulty 
in satisfying the Income-Tax Officer about it. 

When an assessee fails to prove positively the sources and 
nature of a certain amount which he received in the accounting year, 
the revenue authorities are entitled to draw an inference that the 
receipts are of an income nature. The burden of proof in such a 
case is not upon the revenue authorities, but is upon the assessee to 
show that the item of receipt was not of an income nature. 

Where an assessee proves certain sources from which the 
money relating to a credit entry in the accounts could be drawn, 
such money cannot be regarded as money derived from an undis¬ 
closed source, even though the assessee is not able to connect the 
money with any particular source ; and if the assessee offers a 
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leasonable explanation it cannot be rejected on mere suspicion or 
on imaginary grounds, or on the ground that the assessee is not able 
to explain why the amount was credited on the last day of the 
accounting year. The law does not cast any obligation on an 
assessee to maintain accounts and an adverse inference cannot be 
drawn merely from failure to keep accounts. Such an inference can 
be drawn only when the assessee keeps accounts and suppresses them 
(30 L T. R< 228). 

If a cash credit stands in the assessee’s name inh is books, the 
burden of proof is upon him to show that the item of receipt is not 
of an income nature. In such a case the assessee has to prove 
positively the source and nature of the amount shown in the item 
and if he fails to furnish satisfactory explanation the Income-Tax 
authorities are entitled to draw the inference that the receipt is of an 
income nature. But the position is different in regard to a sum 
which is shown in the assessee’s books in the name of a third party. 
In such a case the onus of proof is not upon the assessee to show 
the source or nature of the amount of the cash credit. On the other 
hand, the onus shifts to the department to show by some material 
that the amount standing in the name of the third party does not 
beloug to him but belongs to the assessee (26 I. T. R. 344). 

However, there is no presumption in law that an amount stan¬ 
ding in the name of the assessee’s wife belongs to the husband. In 
the absence of evidence to the contrary, the money standing in the 
name of the assessee’s wife must be presumed to belong to her and 
the assessee cannot be taxed in respect of such an amount. The 
6nus of proof in such a case will not be on the assessee but will be 
on the department to show by at least some material that the amount 
standing in the name of the assessee’s wife does not belong to her 
but belongs to the assessee {24 I. T. R. 16). 

Undisclosed profits included in the taxable income of an 
assessee are spoken of as intangible additions. 


Omission of Business Expenditure from P. & L. Account : 

Where admissible business expenditure is not debited to Profit 
& Loss Account, but is met out of some reserve account (e. g., bona 
fide bad debts debited to Reserve for Bad Debts Account or labour 
welfare expnses met out of Labour Welfare Fund), such business 
expenditure should be deducted in computing the taxable profits. 

Profits of New Industrial Undertakings. : 

Under section 15C, the profits of new industrial undertakings 
are exempt from tax to a certain extent. This is dealt with in the 
.next chapter. 
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Illustrations 


(1) From the following Profit & Loss Account of a merchant 
for the year ended 31st December I960, ascertain his taxable profits 
from business and his total income for the assessment year 1961-62 ; 

’ n. D. 



Rs. 


Rs. 

Office Salaries 

4,800 

Gross Profit 

35,532 

General Expenses 

2,550 

Commission 

1,205 

Bad Debts written off 

2,100 

Discounts 

751 

Reserve for Bad Debts 

3,000 

Sundry receipts 

52 

Fire Insurance Premium 

450 

Bad Debts recovered 

150 

Advertising 

2,500 

Interest from Government 


Income-tax 

2,375 

Securities (net) 

2,800 

Interest on Capital 

1 000 

Profit on sale of invest¬ 


Interest on Bank loan 

1,550 

ments 

2,840 

Loss of Building by fire 




(uninsured) 

1,500 



Depreciation 

1,200 



Net Profit 

20,345 




48,330 


43,330 


General Expenses include Rs. 500 given in March 1960 as a 
donation to an educational institution. The amount of depreciation 
allowable in respect of buildings and furniture is Rs. 1,000- Inclu¬ 
ded in advertising is Rs. 1,500 being the cost of a permanent sign 
fixed on the shop. 



Rs. 

Rs. 

Profit as per Profit & Loss Account 


20,305 

Add'Expenditure not allowed : 

Donation to an educational insti¬ 
tution 

500 


Reserve for Bad Debts 

3.000 


Advertising being capital expenditure 

1,500 


Income-Tax 

2,375 


Interest on Capital 

1,000 


4 Fire loss being capital loss 

1,500 


Excess depreciation 

200 

10,075 

Less Interest on securities considered separately 

2,800 

30,380 

Profit on sale of investments being 
capital profit 

2,840 

5,640 

Taxable profit of business 


24,740 

1. Interest on securities (Rs- 1,200 being 
deducted at source for income-tax) 


4,000 

2* Profits from business 


24,740 

Total income 


28,740 
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Rs. 500 donation given to an educational institution has to be 
included in the total income, but a rebate of income-tax and super¬ 
tax will be allowed thereon at the average rates of tax* 

, (2) Given below is the Profit & Loss Account of a limited 


company for the year 

ended 31st December i960 *•— 



Rs- 


Rs- 

Cotton Account 

57,08,975 

Yarn Account 

54,05,978 

Stores Account 

9,17,824 

Cloth Account 

48,12,056 

Wages and Salaries 

19,15,992 

Waste Account 

60,754 

General Charges 

14,504 

Transfer Fees 

3,108 

Donations 

5.000 

Rent of Bungalows and 

Rates and Insurance 

20,188 

Chawls 

28,951 

Brokerage 

3,862 

Interest from Govern - 

Office Expenses 

1,20,347 

ment securities (g 

ross) 13,700 

Directors' Fees 

4,500 

Siindry Receipts 

3,000 

Audit Fees 

2,500 



Research Expenditure 

60 000 



Interest 

1,05,925 



Repairs to Building an 

d 



Machinery 

62,278 



Law Charges 

2,865 



Workmen's Welfare 




Expenses 

* 27,592 



Contribution to Staff 




Provident Fd. (Recog- 



nised) 

37,500 



Managing Agents' 




Commission 

1,00,845 



Net Profit (subject to 




depreciation) 

12,16,850 




1,03,27,547 


1,03,27,547 


Compute the company's taxable profits and also its total in¬ 
come for the year 1060 after taking the following information into 
account :— 

(a) Rs. 2,700 of brokerage was paid for cotton and stores 
purchased and the balance was in respect of loans raised 
for the company's business- 

lb) Rates Rs- 1,800, insurance Rs- 1,250 and repairs Rs. 2,872 
were in respect of bungalows and chawls let to 
employees, and constructed in 1951. 

(c) Legal charges amounting to Rs- 950 were incurred in 

connection with the purchase of additional land- 

(d) Two-thirds of the research expenditure is capital ex¬ 

penditure- 
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(e) The amount of depreciation allowance is agreed at 
Rs- 2,75,850. 


Rs. 

Profit as p^r Profit & Loss Account 
Add Inadmissible Expenditure : 

Donations 5,000 

Brokerage on loan beingcapital expenditure 1,162 
Rates, insurance and repairs of buildings 

not used for business 5,922 

L‘gal charges being capital expenditure 950 

Cap tal research expenditure 40,000 


Rs 

12,16,850 


55,034 


12,69,884 

Less Income not taxable under business * 

Rent of Buildings 28,951 

Interest on securities 13,700 42,651 


12,27,233 

Less Depreciation allowance 2,75,850 

One-fifth of capital research expenditure 8,000 2,83,850 


Taxable profits of business . 9,43,383 


Rent of bungalows and chawls let 28,951 

Less Allowance for local taxes 900 


Bona-fide annual value of property 28,051 

Less One-sixtli for repairs 4,675 

Insurance 1,250 5,925 

Taxable income from property 22,126 

1. Income from property 22,126 

2- Interest on securities gross 13,700 

3. Profits from business 9,43,383 

Total Income 9,79,209 


If the donations are allowable under section 15B, the company 
will be entitled to a rebate of income-tax thereon (but not to rebate 
of super-tax 


(3) X is a practising chartered accountant. He also runs a 
private accountancy coaching institute. He keeps his books on a 
cash basis, and his summarised cash account for the year ended 
31st March 1961 is as under 
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Rs. 


Rs- 

To Balance b/d 

9,514 

By Office Expenses 

4,150 

» Audit Fees 

14,750 

,, Institute Exp uses 

902 

,, Income from other 


,, Personal Expanses 

3,600 

accountancy work 

5,475 

,, Membership and 


,i Institute Fees 

2,100 

Certificate Fees 

55 

,, Examiner's Fees 

645 

,, Life Insurance 


,, Interest on Invest¬ 


Premium 

1,250 

ments 

3,500 

,, Income-Tax 

2,500' 

,, Rent from Property 


,, Motorcar purchased 

3,450 

(not subject to any 


,, Motorcar Expenses 

420 

local taxes) 

4,800 

,, Insurance of Property 

300 



,, Balance c/d 

24,157 


40,784 


40,784 


Having regard to the following information; compute his total 
income for the previous year 1960-61:— 

(a) Ofhce Expenses include Rs. 108 for technical books and 

Rs. 65 for furniture purchased for his office. 

(b) One-third of motorcar expenses are in respect of his 

professional practice. 

(c) His investments are all in Government securities- 

(d) Depreciation allowance for motorcar, books and furniture 

is Rs. 142. 



Rs. 

Rs. 

Gross professional earnings •— 

Audit Fees 

14,7^0 


Income from accountancy work 

5,475 


Institute Fees 

2,100 


Examiner’s Fees 

645 

22,970 

Less Admissible Expenditure : 

Office Expenses 

3,077 


Institute Expenses 

002 


Membership and Certificate Tees 

55 


Motor Car Expenses (one-third) 

140 


Depreciation 

142 

5,216 

Taxable income from profession 


17,754 

1- Interest on securities (gross) 


5,000 

2. Income from property *■ Annual value 

4,800 


Less One-sixth for repairs and Rs. 300 

for insurance 

1,100 

3,700 

3. Professional income 


17,754 


Total Income 


26,454 
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He is entitled to a rebate of income-tax on the Life Insurance 
Premium of Rs 1,250. 


(4) Given below is the Profit & Loss Account of a sugar mill 
company for the year ended 30th June 1960 :— 



Rs. 


Rs. 

Opening Stock of Sugar 


Sales 

26,50,500 

and Molasses 

1,82,300 

Sundry Receipts 

7,700 

Cost of cane crushed 

12,57,700 

Closing Stock of sugar 

Mfg. Expenses 

7,08,500 

and molasses 

3,66,00 

Wages and Salaries 

2,00,00 



Repairs and Renewals 

40,700 



Establishment Charges 

41,600 



Commission on Sales 

62,500 



Directors’ Fees 

3,600 



Auditors’ Fees 

1,000 



General Charges 

17,800 



Managing Agents’ 




Remuneration 

78,600 



Depreciation 

1,30,700 



Provision for Taxation 

1,00,000 



Balance c/d 

1,09,200 




30,24,200 


30,247200 

General Reserve 

15,000 

Balance b/d 

1,00,200 

Balance carried to IVS 

94,200 



. 

1,09,200 


" 1,09,200 


After taking the following information into consideration, 
compute the total income of the company for the assessment vear 
1961-62 

(a) Cane crushed includes Rs- 1,54,000 being cost of cane 

grown on the company’s own farm, the average market 
price of such canc being Rs. 1,96,000. 

(b) Manufacturing experses include (i) Rs. 4,26,000 for excise 

duty, (ii) Rs- 67,000 capital expenditure on a new 
scientific research laboratory and Rs- 11,000 for its 
maintenance during the year- 

(c) Establishment charges include Rs.3,200 paid as compensa - 

tion to an employee whom it was not desirable to keep 
in the service of the company. 

(d) Sugar worth Rs. 1,000 was given away free to an 

orphanage. 

(e) Rs- 15,000 (cost of additions to factory buildings in June 

1960) has been charged to repairs and renewals- 
(/) Admissible depreciation amounts to Rs- 98,200- 
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Rs* 

Profit as per Profit & Loss Account 1,09,200 

Less Agricultural income (Rs. 1,96,000—Rs. 1,54,000) 

included therein 42,000 

67,200 

Add Value of sugar given away free not shown 

in the Profit & Loss Account 1,000 

68,200 

67,000 
1 , 00,000 
15,000 

32,500 2,14,500 

2,82,700 

Less One-fifth of capital expenditure on research 

laboratory 13,400 

Profit being total income 2,69,200 

Compensation paid to an employee whom it is not desirable 
to keep in the service of the company is revenue expenditure 
because his continuing in service is detrimental to the profitable 
conduct of the company’s business. 

It is assumed that Rs. 98,200 includes the amount of depre¬ 
ciation allowable on additions to factory buildings. 

(5) The Profit and Loss Account of a company for its 

accounting year ended 31st December 1960 shows a net profit of 
Rs. 3,00,000. With the help of the following particulars work out, 
giving reasons, the total income of the company which you would 
advise it to return for the assessment year 1961-62 ’•— 

(a) On 1-1-1960, the company installed new machinery and 
plant costing Rs- 12,00,000. The rate of depreciation 
admissible on this machinery and plant is 10%, and the 
company has debited to the Profit and Loss Account 
Rs 2,40,000 for development rebate and Rs. 1,20,000 
for depreciation in respect of this asset. 

(ib) The assessee company held the managing agency of 
another Indian company- During the accounting year 
1960, the managing agency was terminated and the 
assessee company was paid a compensation of 
Rs. 2,50,000 which has been credited to the Profit and 
Loss Account. 


Add Inadmissible Expenditure 

Capital expenditure on research laboratory 
Provision for Taxation 
Additions to factory buildings 
Excess depreciation 


10 
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(c) During the year 1960 the company speculated in silver 

and incurred a loss of Rs. 65,000 which is debited to 
the Profit and Loss Account. There were no other 
speculative transactions in the accounting year* 

(d) In 1952 the company had imported some machinery and 

plant which was found unsuitable for its puipose and 
accordingly sold it away to another party on credit. 
The other par y failed to pay Rs. 15,000 out of the 
contracted sale price, and in 1960 losing all hopes of 
its recovery this amount of Rs- 15,000 has been debited 
to the Profit and Loss Account as an irrecoverable 
debt- 

(e) During the accounting year the company paid a donation 

of Rs. 50,000 to a fund to which section 15B applies- 
This amount is debited to Profit and Loss Account* 

(/) Litigation charges debited to the Profit and Loss 
Account include (i) Rs. 2,000 paid to an advocate to 
pursue in the High Court a reference application filed 
by the company under section 66 of the Income-Tax 
Act in respect of one of the earlier assessments ; and 
(ii) Rs. 4,000 spent on litigation following a suit filed 
by a customer of the company for alleged breach of 
contract. 

(g) After the termination of the managing agency referred 
to in (b) above, two old employees of the company 
became surplus, but th company did not terminate 
their services since it was trying to secure another 
managing agency and did secure it during the accoun¬ 
ting year itself. Ihe remuneration paid to these 
employees for the period between the termination of 
the old managing agency and the acquisition of the new 
managing agency comes to Rs 16,000 which is debited 
to the Profit and Loss Account along with other 
remuneration paid to these two and other employees. 


Profit as per Profit & Loss Account 
Less Development rebate undercharged— 
Rs- 2,40,000 instead of Rs- 3,00,000 


Rs. Rs. 

3,00,000 

60,000 


Add Speculation loss which can be deducted 

only from speculation profits 65,000 

Bad debt written off, the debt net 
being incidental to the business and 
the loss being in the nature of capital 
Iqss 


2,40,000 


15,000 
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Donation to a fund to which section 
15B applies, a rebate of income-tax 
being allowed according to this section 50,000 
Litigation charges paid to an advocate 
to pursue a reference application to 
High Court, not being expanded for 

earning profits 2,000 1,32,000 

Total Income of the Company 3,72,000 

The company is entitled to a rebate of income-tax (but not 
of super-tax) on the full amount of charitable donations (Rs.50,000) 
which is less than 7$% of the total income- 

Under section 10(5A), the compensation received on termina¬ 
tion of managing agency is income liable to tax- It will be 
included in the total income and charged to tax at the appropriate 
rate for that total income ; but if the assessee so elects the income 
other than the compensation will be taxed at the rate applicable to 
such income and the compensation income will be taxed at the 
average of the rates of tax charged on the assessee for the three 
preceding assessment years. 

Rs. 4,000 spent on litigation following a suit filed by a 
customer of the company for alleged breach of contract is an 
admissible item of expenditure under section 10(2)(xv). 

Rs. 16,000 paid as salary to the two employees, who became 
surplus on the termination of the old managing agency, is revenue 
expenditure which is deductible in arriving at the taxable income 
from business, because it was paid in the accounting year. 

(6) The following items are found debited to the Profit & 
Loss Account of a company for the year ended 31st March 1961. 
Your opinion is sought as to whether these items are deductible in 
computing the income of the company for income-tax purposes for 
the assessment year 1961-62. Express your views in the form of 
short notes giving briefly the reason^ in support of your answer — 

(a) Ri .1,00,000 expended on reconditioning imperfect machi- 

neiy purchased. The company purchased machinery 
in an imperfect condition and reconditioned it before 
using it for the purposes of its business. 

(b) Rs. 10,000 commission. 7'he company paid commission 

to secure a contract in the course of its business. 

(c) Rs. 90,000 bad debts written off. Bad debts sustained 

by the company in respect of loans advanced to its 
customers and written off. 

(d) Rs. 80,000 loss on shares written off. The company had 

formed another company to take over their buying 
agency in Delhi apd had taken up 80 shares of Rs.1*000 
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each therein. The new company being unsuccessful* 
the amount of Rs. 80,000 paid on the shares was lost 
and hence written off. 

(a) Rs- 1,00,000 expended on reconditioning imperfect machi¬ 
nery purchased is capital expenditure, and is therefore not allowable 
as a deduction. Where an imperfect fixed asset is purchased for 
business use and a sum of money is spent in making it serviceable, 
the amount so spent is a part of the cost of acquisition of the asset. 

(b) Rs. 10,000 commission paid to secure a contract in the 
course of the company's business is a revenue expense, and is there¬ 
fore deductible. Whenever any commission is paid for securing a 
contract or an order in the ordinary course of the business carried 
on by a trader, it is deductible as business expenditure. 

(c) Bad debts written off are deductible only when the debts 
were incidental to the business. Where a debt due to an assessee 
is not incidental to his business, being a loan given by the assessee 
as a matter of commercial axpediency* no bad debts can be allowed 
in respect of such a d^bt- For this reason, Rs. 90,000 written off 
as bad debts by the ( ompany is not deductible, because the debt 
was not incidental to its business as it represented loans given to 
customers. 

(d) Rs. 80,000 loss on shares written off by the company can¬ 
not be allowed as a deduction, because it is a capital loss. The 
shares held in a subsidiary or associated company are a capital asset 
and any loss on such shares is a capital loss. 

(7) The undernoted items, amongst others, are debited to the 
Profit and Loss Account of a limited company for the year ended 
31st March 1961. The directors of the company invite your opinion 
as to which of the items are deductible in computing the income of 
the company for the assessment year 1961-62. 

(a) Trade penalties and law costs Rs. 10,000. The company 

had incurred penalties and legal charges for infringe¬ 
ment of the Customs Act. 

(b) Anticipated loss written off Rs. 60,000. In the month 

of March 1961 it became evident to the company that 
in outstanding contracts it was liable to pay for un¬ 
delivered yarn Rs-60,000 in excess of the current prices. 
The company therefore arranged fresh dclivciy contracts 
at those prices and delivery commenced in May 1961. 

(c) Payment to retiring director Rs. 20,000. The company 

in March 1961 agreed to pay its managing director, who 
had served the company lor many years and was due to 
retire on 31st March 1961, the sum of Rs- 20,000 
provided he did not assist other persons in competing 
yrith the company. 
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(d) Commission for placing shares Rs. 10,000. The company 

paid Rs- 10,000 during the year by way of commission 
to brokers for placing the shares of the company. 

(e) Payment to retiring official Rs. 20,000. Considerable 

friction arose between M (who had a lifetime appoint¬ 
ment with the company) and the directors of the com' 
pany, and it was eventually agreed that M should be 
paid Rs. 20,000 on retirement. M had been found 
guilty of improper conduct. 

{a) Where an assessee is prosecuted for breach of any law 
whether he is convicted or not, the legal expenses incur, ed by him 
in defending himself and any fine or penalty paid by him are not 
deductible, because it can never be said that the breach of the law 
is incidental to a business. For tlbs reason, Rs- 10,000 incurred as 
penalties and legal charges for infringement of the Customs Act are 
not allowable. 

( b) Rs. 60,000 being anticipated lo«s written off is not an 
admissible deduction, because in computing the taxable profits of a 
business, profession or vocation no precautionary reserve is allowed 
except in the solitary case of stock-in-trade. When the anticipated 
loss on outstanding forward contracts for the purchase of yarn is 
written off, it mians that a provision has been made for that 
purpose. 

(c) Rs- 20,000 paid to a retiring director is not deductible as 
business expenditure, since a payment made to a retiring director so 
that he may not assist other persons in competing with the company 
is capital expenditure, as the avoidance of competition is an advan¬ 
tage of an enduring nature. 

(d) Rs. 10,000 paid as commission for placing shares of the 
company is not deductible, because it is incurred in connection with 
the raising of capital and is therefore capital expenditure. 

(e) Rs- 20,000 paid as the price of getting rid of an official 
(having a lifttime appointment with the company) who was found 
guilty of improper conduct, is deductible as business expenditure, 
because his continuing in service is regarded as detrimental to the 
profitable conduct of the company’s business- 

(8) State with reasons whether the following expenses are 
deductible in computing the profits of a business under section 10 
of the Income-Tax Act for the accounting year ended 31st March 
1961 :— 

(i) A limited company took certain premises on a lease from 
1st April 1955 for a pejiod of 10 years for the purpose of its busi" 
ness. Subsequently, the company found it unprofitable to carry on 
business on these premises, and it shifted to some other premises 
and carried on business th^re, while the remaining period of the 
lease of 10 years hid still to run- The comp my paid during the 
year ended 31st March 1951 Rs. 10,000 as rent for the lease* 
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(ii) A limited company purchased from X, for adequate con¬ 
sideration, a plot of land for its factory building. -After X's death? 
his son brought a suit against the company challenging the com¬ 
pany's title to the land on the ground that his father had no right 
to sell the land- During the year ended 31st March 1961 the 
company had to incur Rs. 20,000 as legal expenses in defending its 
title to the land. 

(iii) On 31st March 1900, N had two separate businesses called 
X and Y. The business X ceased to exist as on 31st March 1960 
except that its affairs were being wound up during the subsequent 
year. During the year ended 31st March 1%1 the Y business made 
profits to the tune of Rs- 2 lakhs. During the year ended 31st March 
1961, the X business, which had ceased to exist as from 1st April 
I960, made the following disbursements '— 

(a) Paid interest Rs. 20,000 on moneys borrowed on 1st 

September 1959 ; and 

(b) Debts due amounting to Rs. 10,000 being irrecoverable 

and bad we~e written off. 

N claims deducth^ of these two items of Rs. 20,000 on 
account of interest and Rs. 10,000 on account of bad debts with 
respect to X business from the assessable income of Rs. 2 lakhs of 
business Y. 

(iv) X Co- Ltd contracted with Y Co- Ltd- for the construc¬ 
tion and purchase of a new ship. During the year ended 31st March 
1961 X Co. Ltd. sought and secured the cancellation of the contract 
on payment to Y Co. Ltd- a sum of Rs. 5 lakhs. 


(i) Assuming that the lease could not be terminated when the 
premises ceased to be used, Rs. 10,000 paid as rent of the lease is 
deductible in computing the assessable profit of the company for 
the accounting year ended 31st March 1961 because it is an expendi¬ 
ture incurred for purposes of the business. The rent paid for the 
premises after the business has ceased to be carried on there would 
not fall under clause (i) of section 10(2), because under that clause 
the rent allowed must be in respect of premises in which the busi¬ 
ness is actually carried on ; but such rent would be allowable 
as business expenditure under clause (xv) of that sub-section- 

(ii) The legal expenses of Rs. 20,000 are deductible in 
computing the assessable profits of the company, because the legal 
expenses incurred by the company in defending its title to its assets 
(whether capital assets or stock-in-trade) have been held to be 
revenue expenditure, for the reason that such expenses do not 
create any new asset at all, but are expenses incurred in the 
ordinary course of maintaining the assets. 

(i») The two sums of Rs. 20,000 and Rs. 10,000 are not 
deductible in computing the assessable, profits of N from his Y 
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business for the assessment year 1961-62, because the expenditure, 
in order to be deductible, must be incurred for the purpose of the 
business which is carried on in the accounting year and the profits 
of which are under assessment- The expenditure of a dead business 
is not allowed to be deducted from the profits of a sepirate existing 
business. 

(iu) The amount of Rs. 5 lakhs piid to Y Co. Ltd. is not 
deductible in computing the assessable p.ofits of X Co. Ltd-, because 
a piyment made by the assessee to free himself from a capital 
liability is capital expenditure. Here the ship is a capital asset and 
the liability to piy for it is a capital liability. However, a payment 
which frees an assessee from the liability to make an annual 
payment ( e. g. t a sum piid to an employee in commutation of an 
revenue annual pension) is revenue expenditure. 

(9) X, a timber merchant, obtained a loan of Rs. 1,00,000 
from a bank on joint security of himself and Y. Simultaneously, 
Y obtained a loan of an equal amount from another bank on the 
joint security of himself and X. X paid his debt but the debt 
due by Y was not paid by him and the amount was recovered from 
X. Y failed in his business, and X could recover from him only 
Rs.25,000 and X had therefore to write off the balance of Rs.75,000 
as bad debt. 

Will this bad debt of Rs. 75,000 be allowed as a deduction in 
computing the taxable profits of X’s timber business ? Give reasons 
for your answer. 


The bad debt of Rs. 75,000 is not deductible in computing the 
profits of X's timber business The deductions contemplated by 
section 10(2) of the Income-Tax Act require that the expenditure 
must be laid out in the course of the trade or business concerned for 
the purpose of earning the profits thereof. The debt written off as 
bad cannot therefore be said to be a debt of the business of X, 
because X was not carrying on the business of standing surety for 
other persons, nor was he a money-lender. Therefore any loss 
suffered by X by reason of having to piy a debt borrowed for the 
benefit of another is a capital loss to him and not a business loss at 
all. The loss has no connection with X's timber trade. 

(10) An assessee, who was a commission agent required 
Rs- 50,000 for his business, and, as the bmk would not advance the 
money except on the joint and several liab’lity of two persous, the 
assessee and K jointly borrowed Rs-1,00-000 from the bank on their 
joint and several liability, and out of this sum the assessee took 
Rs. 50,000 and K took Rs. 50,000. K became insolvent and the 
assessee had to pay the whole amount to the bank. He received 
Rs. 18,000 in the insolvency and claimed the bilance of Rs. 31,740 
(including interest and insolvency exp-nses) as an allow bl ■ d duc- 
tion in computing the profits of his business under section 10^2)(xv) 
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or in any event as a business loss- Is he entitled to such deduction ? 
Give reasons for your answer- 

Amounts spent by a business man for commercial expediency 
are permissible deductions. It is not for the Department to tell a 
business man how to conduct his business ; that must be left to the 
business man himself. When a claim is made under section 
10(2)(xv), all that the Department is concerned with is to test every 
expenditure and determine whether it was incurred for the furthe¬ 
rance of the business. Any moneys spent in the interest of the 
business or any money spent in the course of the business, which 
are incidental to the business, are allowable under section 10(2)(xv). 
The transaction in question was clearly in the course of the business 
and incidental to the business and the loss incurred thereby is a 
permissible deduction either as business expenditure under section 
10(2)(xv) or in any event as a trading loss. The loss incurred in 
respect of the liability of K is not a loss of borrowed capital but a 
loss in the course of the business (30 I.T.R. 654). 

Note . The distinction betbeen illustration (8) and this 
illustration may be usefully noted. In illustration (8) no part of 
the loan which Y obtained from another bank on the ioint security 
of himself and X was applied to X's own business. What had been 
applied to X’s business was the other sum of Rs. 1,00,000 which had 
been borrowed from the first bank. In this illustration Rs.1,00,000 
had to be borrowed jointly and severally and that was the only way 
in which the assessee’s business could have got the Rs. 50,000 that 
it required. In this case, it is not possible to distinguish the two 
loans as separate transactions and attribute the loss with regard to 
one transaction to one business and the loss with regard to the 
other transaction to the other business. 

(ll) H, a Hindu governed by the Mitaksliara School of Hindu 
Law, is one of the pirtners of a firm, of which his wife is not 
a partner. He withdraws a sum of Rs. 5 lakhs from the firm and 
makes a gift of it to his wife. A week later a sum of Rs. 4£ lakhs 
is deposited with the firm in the name of his wife. The firm 
claims that the interest credited to the account of H’s wife in the 
books of the firm must be allowed as a deduction in arriving at the 
profits of the business- 

How would you deal with this claim ? 


Property given or bequeathed to a Hindu female, whether 
during maidenhood, coverture or widowhood, by her parents and 
their relations or by her husband and his relations, is stridhan 
according to all schools of Hindu law except that Dayabhaga does 
not recognise immovable property given or bequeathed by a husband 
to his wife as stridhan. 
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In this case, H is governed by the Mitakshara School of Hindu 
Law and therefore the gift of cash made by him to his wife is her 
stridhan, that is to say, the ownership of the gift vests in her. 

Therefore the interest on the money deposited by the wife 
with the firm will have to be allowed as a deduction in computing 
the income of the firm, as the amount deposited has become the 
wife's own momy as a result of the gift ( 12 l.T*R. 113), 

It may, however, be pointed out that the interest received by 
the wife on her deposit with the firm will be added to the income 
of her husband under section I6(3)(a)(iii), as it arises to the wife 
from an asset transferred to her husband- 

(12) Are the following deductions allowable under section 

10 ( 2 ) ?— 

(a) Expenses incurred by a transport company in a propa¬ 

ganda campaign against the move for nationalisation- 

(b) Expenses incurred by a bank in advertisement and enter¬ 

tainment in connection with the opening of new 

branches. 

(c) Legal expenses incurred by a manufacturing concern in 

securing a long-term loan- 


(a) Expenses incurred by a transport company in a propa¬ 
ganda campaign against the move for nationalisation are capital 
expenditure because they are incurred not for the production of 
income but for the purpose of preventing the extinction of the 
business from which the income was derived- Therefore they are 
not allowable as a deduction under section 10(2)- 

However in a recent case Morgan (Inspector oj Taxes) v. Tate 
& Lyle Ltd. the House of Lords in England have held that such 
expenses are wholly and exclusively laid out for the purpose of 
trade, and hence are deductible for income-tax purposes. 

(b) Expenses incurred by a bank in advertisement and enter¬ 
tainment in connection with the opening of new branches are in 
the nature of revenue expanditure and are admissible deductions 
under section 10(2Uxv), as they are incurred wholly and exclusively 
for the purpose of the business. If the assessee bank increased its 
business at the place where it is being carried on by advertise¬ 
ment in the papers or other such means e. g., employment of new 
staff or by giving special facilities to its constituents, that would 
normally be revenue expenditure- The mere fact that for the 
purpose of carrying on the same type of business and to attract 
more business it opened other branches at different places and 
incurred expenses which did not produce any new asset, that does 
not seem to change the nature of the expenditufe. It is not a 
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case where an assesses had started a new line of business^or acquir¬ 
ed new premises or purchased ether assets. 

(c) Legal expanses incurred by a manufacturing concern in 
seen ing a long term loan are capital expenditure, because, they are 
incurred for the purpose of getting capital- Hence they are not 
allowable as a deduction under section 10(2). 

(13) Distinguish between a bad d ;bt and an irrecoverable 
loan. What are the conditions to be satisfied in order that a bad or 
a doubtful debt can be allowed as a deduction in the computation 
of the business income ? 


A bad debt is an irrecoverable book debt of a business, pro¬ 
fession or vocation, whose accounts are kept on the mercantile basis. 
Where the accounts are kept on the m;rcantile basis, credit is taken 
for all transactions made on credit bisis and they are treated as 
received by the assessee and tax is paid on such book profits, so that 
ultimately when it turns out that either the whole or a portion of 
those book profits is not recoverable, then to that extent tax has 
been overpiid, and unless such irrecoverable portion is treated as a 
loss and deducted from the profits of a later year, needless tax would 
have b^en pud merely by reason of the method of account ion g 
adopted. Thus bid debts can arise only in those businesses the 
accounts of which are kept on the mercantile basis. 

An irrecoverable loan can arise only in a money-liending or 
bmking business of which the accounts are kept oil the cash basis. 
This is because cash lent to constituents is the stock-in-trade in the 
case of a money-lender or banker. 

The following conditions must be satisfied in order that a bad 
or a doubtful debt can be allowed as a deduction in the computation 
of business income **— 

(a) The bad debt or irrecoverable loan must be in respect 
of a business carried on by the assessee in the relevant accounting 
year. 

(b) The debts must be in respect of and incidental to the 
business, profession or vocation, and the loans must be made in the 
ordinary course of a banking or money-lending business. 

(c) The debt or loan must have be.ome irrecoverable in the 
relevant accounting year, and not prior to that year. 

(d) The allowance is confined only to such sum, in respect 
of bad debts or irrecoverable loans, as the Income-Tax Officer may 
estimate to be irrecoverable ; but the sum allowed as a bad debt 
should not exceed the amount actually written off as irrecoverable 
in the books of the assessee. 

M If the amount ultimately recovered on a book debt or a 
loan is greater than the difference between the whole debt or loan 
and the amount so allowed, the excess would be deemed to be 
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taxable income of the year in which it is recovered, and, if less, 
the deficiency would be allowed in that year as a business 
expense. 

Note ■ In Jekisondas Tribhuvandas v, C. I. T., their Lord- 
ships of the Bombay High Court have pointed out that under the 
present law great hardship and injustice migit be caused to 
assessecs where a claim for deduction as a bad debt is ultimately 
rejected by the Tribunal after a lapse of some years on the ground 
that the debt did not become bad in the puticular year in respect 
of which it was claimed as a bad debt ; and they have.strongly 
urged upon the Government and the Taxing Authority the 
necessity of some provision in the law whereby it would be opm 
to the Income-Tax Officer, if a debt is held to be irrccoveiable in a 
particular year, to permit a deduction in a later year in which the 
Income-Tax Officer finds that the debt in fact became irrecoverable 
(31. I. T. R. 376). 



CHAPTER 9 


NEW INDUSTRIAL UNDERTAKINGS 
AND HOTELS 


Section 15C is intended to encourage the establishment of new 
industrial undertakings and new hotels in India. New hotels which 
are intended to cater mainly to the tourist traffic earn foreign 
exchange. 

Under this section, so much of the profits (calculated under 
section 10) of a new industrial undertaking or a new hotel as is 
equal to six per cent per annum of the capital employed by it, is 
exempt from both income-tax and super-tax for five successive 
assessment years. This is known as a five year tax holiday. 

This tax relief is available to an industrial undertaking which 
satisfies the following conditions ;— 

(a) That the undertaking begins to manufacture or produce 
goods in India before 1st April 1966. 

(b) That it should not be one which is formed simply by the 
splitting up, or the reconstruction of, business already in existence 
or by the transfer to a new business of building, machinery or plant 
previously used in any other business. It is not necessary that the 
new undertaking should be established as an absolutely independent 
and separate organisation. Even a new unit established by an 
already established undertaking will be eligible for the tax holiday, 
provided the unit is designed to expand the productive capacity of 
the existing undertaking to a substantial extent and is not simply 
by way of renovation or replacement of existing equipment. 

The term ‘recostruction’ implies that the identity of the busi¬ 
ness should n)t be lost and substantially the same business should 
be carried on by substantially the same persons; if the business is 
sold or if its very nature is changed, it is not a case of reconstruction 
(35 L T. R. 662). 

(c) That it employs ten or more workers in a manufacturing 
process carried on with the aid of power, or employs twenty or 
more workers in a manufacturing process carried on without the 
aid of power. 

This tax relief is available to a new hotel which satisfies the 
following conditions :— 
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(a) That the hotel starts functioning on or after the 1st April 
1961 and is not formed by the splitting up, or the reconstruction of* 
business already in existence or by the transfer to a new business 
of building, machinery or plant previously used in any other 
business. 

(b) That it is owned and run by a company registered in 
India with a paid-up capital of not less than Rs. 5 lakhs. 

(c) That it is run in premises which are owned by the company. 

(i d) That it has such number and types of guest rooms and 

provides such amenities as may be prescribed. 

(e) That it is for the time being approved by the Central 
Government. 

Computation of Capital Employed. According to the rules 
made by the Central Board of Revenue, the capital employed in a 
new industrial undertaking for the purposes of section 15C is to be 
computed in the following manner :— 

(1) The capital employed is taken to be the total of : — 

(a) Actual cost or written down value of fixed assets acquired 

before the computation period ; 

(b) Average cost of fixed assets acquired during the computa¬ 

tion period, the average cost meaning the proportionate 
cost according to the period of use ; 

(c) Amount of book debts as at the end of the computation 

period ; and 

(ci) Average value (determined in the same way as average 
cost) of other assets. 

(2) Any investments not taken into account in computing 
the profits of a business under section 10 and any moneys not 
required for purposes of the business should be left out of account. 

(3) Any borrowed money (less the amount of investments 
excluded as above) and other liabilities should be deducted from 
the total of assets. 

(4) The profits and losses shall be deemed to accrue evenly 
during the computation period and to have resulted in the increase 
or decrease of the capital employed. 

Extent of Exemption. Under this section, profits equal to 
6% per annum of the capital employed are exempt from both 
income-tax and super-tax, but are to be included in the total income 
for the purpose of determining the rate of tax payable on the taxable 
income. 

If the industrial undertaking is a company, any dividends 
declared by it or by a new hotel out of its exempted profits will also 
be exempt from both income-tax and super-tax in the hands ot 
shareholders. 
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The amount of dividend, in respect of which the tax is not 
payable, shall be computed in accordance with the rules made in 
this behalf by the Central Board of Revenue. 

Period of Tax Holiday. The tax exemption is available for the 
assessment year relevant to the previous year in which an industrial 
undertaking commences the manufacture or production of goods or a 
hotel starts functioning and for the four assessment years immediately 
succeeding. 

In the case of an industrial undertaking run by a cooperative 
society the period of tax holiday is seven years. 

Illustrations 

(1) A jute mill company, whose accounting year ends oil 31st 
March, set up a n w un.t lor the manufacture of sewing machines. 
The new unit started production on 1st Octob-r I960, on which 
date new buildings costing Rs. 1,00,000 and new machinery costing 
Rs. 4,50,000 were brought into use- The profits of this new unit 
for the six months end.d 31st March 1961 (as computed under 
section 10) amounted to Rs. 1,20,000. 

Compute the amount of capital employed in the mw unit 
during the computation period (six months ended 31st March 1961) 
and state the amount of profits exempt under s ction 15C. 


Rs- 

Building as on 1st October 1960 1,00,000 

Machinery as on 1st October 1960 4,50,000 

One-half (being average) of the profits earned 60,000 

Capital employed during the six months 6,10,000 


In the absence of information regarding the current assets and 
current liabilities of the bus ness, the average amount of profits 
earned is add d to capital employed. As the profits are deemed to 
accrue evenly, on.-half is taken as average. 

Under section 15C, Rs- 18,300 (being 6% per annum for six 
months on Rs. 6,10,000 capital employed) is exempt from both 
income-tax and super-tax, though it is includible in the total income 
under section 16(l)(a) The company is entitled to a r.bvtc of 
income-tax and super tax on Rs. 18,300. 

(2) X Ltd., a new company, b. gan manufacturing machine 
tools on 1st July 1960. Its Balance Sheet as on 31st De ember 1960 
was as follows '•— 


Authorised Capital : 
5,000 Shares of Rs- 100 


Rs. 


Land 

Buildings 


Rs. 

40,000 

50,000 
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each 

5,00,000 

Subscribed Capital : 

3,000 Shares fully 

paid 

3,00,000 

Depreciation Fund 

50,000 

Reserve for Doubtful 

Debts 

3,935 

Profit & Loss Account 

26,565 

Current Liabilities 

42,900 

Work out the a 

4,23,400 

mount of 

amount of prof.ts exempt from ta 


PLant and Machinery 


installed on ■ 


1-7-1960 1,90,000 


10-12-1960 10,000 

2,00,000 

Furniture and 


Fittings 

10,000 

Stock-in Trade 

13,000 

Prepaid Insurance 

300 

Sundry Debtors 

78,700 

Cash at Bank 

30,000 

Cash in hand 

1,400 


4,23,400 


capital employed and state the 
c under Sect on 15C. 


Computation of Capital Employed 


0 


Amount treated 

Land 

Rs. 

as capital 
employed 

Rs. 

40,000 

40,000 

Buildings 

50,000 

50.000 

Plant and Machinery installed on : 
1-7-1960 

1,90,000 

1,90,000 

10-12-1960 

10,000 

1,20.:* 

Furniture and Fittings 

10,000 

10.000 

Debts due to the company (including 
prepaid insuran e) 

79,000 

79,000 

Other assets (stock and cash balances) 

44,400 

22,200** 

Less Liabilities 

4,23,400 

3,92,402 

42,900 

42,900 


3,1 0,500 

5,49,502 


*This was in use for 22 days in December 1060. Therefore 
22/183 of Rs- 10,000 = Rs 1,202. 

Onc-half is the average value of these assets. 

■ . Therefore, under section 15C, tax is not payable on Rs. 10,485 
being 6/ 0 per annum for six months on Rs. 3,49,502. 

Note. Since the average current assets are included in the 
computation of capital employed it is not necessary tb include the 
average profits earned during the year, as was done in the first 
illustration. 



CHAPTER 10 

INCOME FROM OTHER SOURCES 

Section 12 deals with the fifth head of income which is charge¬ 
able under the Act. Under this section, tax is payable by an assessee 
in respect of income, profits and gains of every kind which may be 
included in his total income but which do not fall under any of the 
other four heads. Where there is a specific head for a particular 
income, this section cannot be called in aid. Section 12 can be 
resorted to only when none of the specific heads is applicable to an 
income ; and if a certain item of income is taxable under one of 
the specific heads, the charge under that head exhausts the taxability 
of the income and no part of such income can be brought to charge 
again. For example, the excess of actual rents realised over the 
bona fide annual value of house property cannot be taxed under 
this section as income from other sources, after the tax has been 
levied on the annual value under section 9. 

The following are examples of income that would be taxed 
under section 12 :— 

1. Remittance of untaxed past foreign profits. 

2. Annuities granted under a will. Annuities payable by an 

employer to an employee are chargeable under section 7. 

3. Any fees and commission earned by an employee from 

any person other than his employer. 

4. All interest other than interest on securities. 

5. Dividends from companies. 

6. Income form land not attached to a building (and, of 

course, not being agricultural income) e. g rent from 
vacant land in urban areas let out for storing materials. 

7. Any ground rent received. 

8. Income derived from sub letting of house property. 

9. Income from royalties, directors’ fees, commission etc. 

10. Income derived from markets, ferries, fisheries, etc. 

11. Remittances received by a wife resident in India from her 

non-resident husband, if they are not paid out of income 
included in the husband’s total income. 
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12. Salary or pension received from a foreign government. 

13. Agricultural income derived from land situated outside 

India. 

14. Remuneration received by a professional man as an 

examiner. 

15. Commission for placing or underwriting shares and 

debentures. 

The provisions of section 10 (2A) and section 10 (4A) apply 
in computing the income of an assessee from other sources as they 
apply in computing business profits. Under section 10 (2A), where 
an allowance or deduction has been made in a past assessment on 
account of any loss, expenditure or trading liability, and subse¬ 
quently the assessee has received any amount in respect of such loss 
or expenditure or has obtained some benefit in respect of such 
trading liability by w ay of remission or cessation thereof, the amount 
received by him or the value of the benefit accruing to him shall be 
deemed to be income of the year of receipt or accrual. 

Section 10 (4A) expressly prohibits an allowance in respect 
of remuneration, benefit or amenity provided by a company to a 
director or a shareholder having not less than 20% voting power, if 
in the opinion of the Income-Tax Officer such allowance is excessive 
or unreasonable. 

Deductions The taxable income from other sources is com¬ 
puted after making allowance for any expenditure (not being capital 
expenditure or personal expenses of the assessee), which is incurred 
for the purpose of making such income. Therefore no allowance 
can be granted unless four conditions are satisfied :— 

(a) The expenditure must be incurred solely for the purpose 

of earning the income ; 

(S) It must not be in the nature of the capital expenditure ; 

(c) It must not be in the nature of personal expenses of the 

assessee ; and 

(d) It must be incurred in the accounting year, and not in 

any prior or subsequent year. 

The various specific allowances, granted by section 10 (2) in 
computing the profits of a business, profession or vocation, cannot 
be imported wholesale in this section. However, the tax under this 
head is not upon gross receipts but upon income properly so called, 
and therefore such deductions are allowed as are necessary to 
ascertain the true income. 

Section 12(2) doss not say that the deduction of expenses is 
permissible only when any income has been earned or profits made. 
All that it speaks of is that the expenditure must have been laid out 
solely for the purpose of earning income. 

In an account year a company purchased shares in another 
company for Rs. 25 lakhs and for this purpose took a loan of Rs. 20 

11 
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lakhs. In the same year it paid Rs. 65,000 interest on this loan, but 
there was no income at all from the shares. It was held that the 
interest paid by the assessee company on moneys borrowed for the 
purchase of shares is ent tied to be set off against its other company 
under section 24(1), because the shares were purchased for the 
purpose of earning income in the form of dividends or making 
profits (36 I. T. R. 329). 

In the case of any income by way of dividend, a reasonable 
sum paid by way of commisson or remuneration to a banker or any 
other person realising such dividend on behalf of the assessee is 
allowed as a deduction. 

But all those expenses, that are disallowed in computing the 
profits of a business, profession or vocation, will also be disallowed 
in determining the taxable income from other sources. 

Illustrations 

(1) Expenditure incurred by a director of a company in 
defending a suit for declaring his election to the directorship as 
invalid is allowable as it was necessary for earning his director’s 
fees. 

(2) An assessee derived income in the form of director’s 
fees and dividends fiom a company which he had promoted. He 
made a gift of Rs. 3 lakhs to the n mpany at a time when it was 
in financial difficulty. This sum was disallowed as it was not 
incurred for the purpose of earning the dividends or diicctcis' fees. 

(3) The assessee comp ny, a spinning and weaving mill, was 
at the development stage and had net yet siarted carrying on any 
business. The assessee had therefore no business income assessable 
under section 10, but it had interest income which was assessed to 
tax under sectin 12- It was held that the only allowance that the 
assessee could claim was the allowance prov ded for in section 12 
and any other expenditure which that sccticn irrght allow. The 
assessee was entitled to deduct the expenses actually incurred in 
earning and collecting the inteiest income brongth underassess¬ 
ment. It was not ent tied to cl im ai yth ng by way of office and 
establishment expenses unce nrcctul with the earning of the income. 

Letting of Plant, Machinery, etc. Where an assessee lets on 
hire his machinery, plant or furnitine and the letting amounts to a 
business, then he would be assessed under section 10, and would be 
entitled to all the allowances permitted by that section. Where, 
however, the letling does not amount to a business, the income 
would be assessable under section 12, and in such a case section 12 
(3) permits deductions in respect of insurance premiums, repair 1 ', 
normal depreciation and obsolescence loss, as provided in clauses 
(iv), (v), (vi) and (vii) of section 10(2). These allowances are in 
addition to other allowances permissible under section 12(2). 
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Where the assessee lets on hire buildings along with machinery, 
plant or furniture under one inseparable lease, he is entitled to 
similar allowances in respect of buildings also under section 12(4). 
This subsection expressly requires that the machinery, plant or 
Furniture should belong to the assessee, but this requirement does 
not apply to buildings. Thus, where the lessee of a building lets it 
on hire along with his own machinery, plant or furniture under one 
lease, the assessment would be under this section and the assessee 
would be entitled to allowances under this sub-section in respect of 
the building. But this sub-section would not apply w here the assessee 
is the owner of the building, because in that case the assessment 
would be under section 9 in respect of the income from the building. 

Managing Agency Commission Section 12A provides that, 
where a managing agent of a company is liable, under an agreement 
made for adequate consideration, to share his managing agency 
commission with a third party or parties, the said agent and the 
said party or parties shall file a declaration showing the proportion 
in which such commission is shared between them, and, on proof to 
the satisfaction of the Income-Tax Officer of the facts contained in 
such declaration, such agent and each such party shall be chargeable 
only on the share to which each is entitled under the agreement. In 
order to have the benefit of this section it is essential that the 
required declaration should be properly filed with the Income Tax 
Officer. 

Voluntary surrender of managing agency commission . Where 
the managing agents of a coirqany make a voluntary surrender of the 
commission due to them, it is an application of income, and the 
amount of the commission is therefore taxable in their hands. 
However, under executive instructions the amount of commission 
foregone by the managing agents of a public company is not taxed in 
their hands, subject to the following conditions : 

(a) If the managing agency belongs to a public company, no 

investigation need be made by the Income-Tax Officer; 

(b) If the managing agency belongs to a private limited com¬ 

pany or a firm or an association of persons or an indi¬ 
vidual, the managing agents or their relations (when the 
agency is not in the hands of a com any) should not own 
between themselves more than 25% of the shares of the 
managed company ; and 

(c) The managed company does not claim the amount of 

the commission foregone as an expense in its assessment. 

Income of Authors of Books. Under section 12AA, a lump 
sum consideration received by an author of a book is to be 
apportioned for assessment purposes, if he so claims, at the rate of 
50 : 50 for the year in which the whole of the income is received and 
for the subsequent year provided the book was completed in more 
than 12 months but less than 24 months. If the work has taken the 
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author more than 24 months, the apportionment will be one-third for 
the year in which the whole of the income is received, one-third for 
the next year and the balance of one-third for the second year 
following. 

For the purpose of this section the expression ‘author’ includes 
a joint author and the expression ‘lump sum’ in regard to royalties or 
copyright fees includes an advance payment on account of such roya¬ 
lties or copyright fees which is not returnable, known as earnest 
money. If an advance is received qua income, it should be treated 
as income for the year of receipt and is not to be apportioned. 

Illustration 

X started writing a book in April 1956 which he completed in 
August 1957. Simultaneously he wrote another book which was 
compltted ill June 1958- He received a copyright fie of Rs 5,000 
for the first book in September 1958 and Rs. 12,000 foi the second 
book in December 1958. Besidts the above, he had received an 
advance payment of Rs. 3,000 in June 1956 in lespcct of the first 
book. If X claims the benefit of section 12AA, how should this in¬ 
come be dealt with in his assessments ? 

First Book : A lump sum of Rs. 5,000 is received in Septem¬ 
ber 1958 but an advance of Rs- 3,000 had already bi en received in 
June 1956. Therefore the income to be apportioned for the first 
book is Rs* 8,000- It has to be appoitioned at the rate of 50 : 50, 
i. e., for 1959-60 Rs. 4,000 and for 1960-61 Rs. 4,000. 

Second Book : The whole income of Rs. 12,000 received in 
December 1958 will be assessable as to Rs. 4 000 in 1959-60, Rs* 4,000 
in 1960-61 and Rs. 4,000 in 1961-62. 

Therefore the total income for the three years in respect of both 
the books wall be Rs. 8,000 for 1959-60, Rs 8,000 for 1960-61 and 
Rs. 4,000 for 1961-62. 

The above answer is based on the assumption that the advance 
of Rs- 3,000 received in June 1956 was not received on income 
account but was received merely as an earnest money. If the 
advance was received qua income, it should be treated as income for 
the year 1957-58 and the amount to be allocated for 1959-fO and 
1960-61 would be Rs- 2,500 for each year. 

Deduction of tax from payments to non-residents. This is 
explained in a subsequent chapter dealing with deduction of tax at 
source. 

Dividends 

Under section 12 (1A), dividends are taxable as income from 
other sources, even if they are derived from shares held as stock- 
in-trade. This sub-section also provides that the dividend is tq be 
taxed as the income of year in which it is declared, irrespective of the 
method of accounting employed by the shareholder, 
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The legal fiction deeming income-tax paid by a company to 
have been paid by its shareholders has been abolished, and the 
provisions regarding grossing up of dividend have been omitted. A 
shareholder is now liable to pay income-tax as well as super-tax on 
the dividends he receives, and he gets no credit for the income-tax 
paid by the company. 

If a foreign company pays a dividend after deducting an 
amount of tax which the company is, under the foreign law, entitled 
to retain for itself and not bound to pay over the to foreign Govern¬ 
ment, the amount so deducted cannot be brought to tax in the hands 
of the shar'eholdet since it cannot be said to have accrued or arisen 
to him (35 /. T. R. 33 and 322). 

The whole of the dividend is taxable in the hands of the share¬ 
holder, even though a part of it may have been derived from non- 
taxable income of the company (e. g., agricultural income), since 
the profits of a different nature lose their identity when they are 
merged in a general pool of profits. 

Any distribution made by a company out of its non-taxable 
profits would be a revenue receipt chargeable as dividend in the 
hands of a shareholder. But this rule admits of one exception. No 
tax is payable by a shareholder on so much of a dividend \ aid to 
him by a new industrial undertaking as is attributable to that part 
of its profits which, under section 15C, is exempt from tax for five 
assessment years. 

Shares sold cum-dividend. A dividend accrues not from day to 
day but only when it is declared. When shares are sold cum-dividend 
a short time before the declaration of dividend, the whole dividend 
is to be included in the total income of the person who happens to 
be the shareholder on the date of its declaration. The principle is 
that there is no apportionment by time in the case of dividends. 
The whole dividend is taxable in the hands of the person who is 
entitled to it as being on the register of members at the time when 
the dividend is declared, irrespective of whether he was the owner of 
the shares throughout the period for which the dividend is declared 
or not. 

Definition of Dividend. The definition of dividend in section 
2(6A) is an inclusive and not an exhaustive definition. The ordinary 
meaning of dividend is the receipt by the shareholder of part of the 
profits of the company of which he is a shareholder. The formali¬ 
ties and technicalities attached to the declaration of a dividend 
cannot detract from the ordinary and normal meaning to be 
attached to that expression. It may be said in a particular case 
that the dividend received by the shareholder was not properly 
declared or that the necessary procedure was not followed, but in 
its plain natural meaning the receipt by the shareholder under the 
circumstances must be described as dividend and must have the 
characteristics of a dividend. 
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Illustration 

The Bank of India Ltd. of erred to its shareholders one share 
for every three shares held at Rs. 100 per share- The Navjivan 
Mills Ltd, which had 5,000 shares in the Bank and were entitled to 
gut 1,060 shares, purchased 66 shares and distributed the right to 
purchase the remaining 1,600 shares among its shareholders holding 
S00 shares in the propoition of two shares in the Bank for one share 
in the Mills. Is the distribution of this right among the shareholders 
of the Navjian Mills Ltd. a dividend in their hands ? 

Yes, the distribution of the right to apply for shares of the 
Bank of India Ltd- by Navjivan Mills Ltd. amounts toad stribution 
ot dividend and the shareholders of the Navjivan Mills Ltd- are 
liable to pay tax on the value of the right. 

The right which Navjivan Mills Ltd. acquired as a shareholder 
of the Bank of India Ltd. to obtain one share for three shares had 
a market value and Navjivan Mills Ltd- were therefore distributing 
an asset to its shareholders when it distributed the right to purchase 
1,600 shares to its shareholders, and as this asset of Navjivan Mills 
Ltd- was not a capital asset but const .tuted its income or profit, the 
distribution of this asset amongst its shareholders is a distiibution 
of its profits or income. 

A dividend need not be declared in cash, it may be in specie, 
and therefore the fact that the company decided to transfer the 
right which it had acquired from the Bank of India Ltd. to its 
shareholders need not necessarily militate against the contention 
that the transfer of such right in specie was the payment of dividend 
tp the shareholders!^ I. T. R. 569). 

Extended Definition of Dividend. According to section 2 (6A), 
the term dividend also includes the following specific distributions 

(1) A distribution by a company of its accumulated profits, 
whether capitalised or not, if such distribution entails a release by 
the company to its shareholders of any of its assets. The accumulated 
profits may be distributed to the shareholders in any of the following 
forms ; — 

(a) In cash or in kind. In such a case the distribution is 

clearly a dividend, because there is a release of the 
company’s assets. 

(b) In the form of bonus shares of the company. When 

bonus shares are issued there is no release of the com¬ 
pany’s assets, as the transaction takes nothing out of 
the company’s coffers and puts nothing in the share¬ 
holders* pockets. Therefore bonus shares are not 
included in the term dividend and are not liable to tax 
in the hands of shareholders. When a company capi¬ 
talises its profits and offers to its shareholders the 
option of taking bonus shares or receiving in cash the 
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nominal value of the bonus shares, the bonus shares 
accepted instead of cash would not be dividend, but if 
a shareholder elects to take cash in lieu of shares the 
cash would be dividend in his hands. 

If a shareholder were to sell his benus shares, he would 
only be jealisirg a capital asset and the pioceeds would 
not be liable to tax, unless he is a dealer in shares. 

(b) As stated above, the bonus shares are not taxable as 

dividend when they are allotted to the shareholders. 
But when bonus shares arc paid off by the company, is 
the amount received a dividend ? The answer is that 
where redeemable preference shares are issued as bonus 
shares the payment made by the company on redemption 
would certainly be taxable as dividend ; but where bonus 
shares are paid off on the liquidation of the company, 
the shareholders would merely realise their capital, and 
the payment made in respect of such shares would not 
be dividend. 

(c) In the shape of shares or debentures of another company. 

In such a ca^c the distribution would be a dividend in 
the hands of shaieholders since theie is a release of the 
company’s assets, i. e., the distribution of the company’s 
investments. 

(2) A distribution of debentures or deposit certificates in any 
form, whe her with or without interest, if they are covered by 
accumulated profits in the hands of the com* any, whether capitalised 
or not. 

(3) A distribution made to the shareholders of a company, on 
the liquidation of the company, out of the accumulated profits of 
the company up to liquidation (whether capitalised or not). Such 
profits are made liable to tax on distribution by the liquidator. It 
means that whenever a company goes into liquidation the surplus 
received by the shareholders from the company over and above thejr 
paid up share capital will be treated as dividend to the extent to 
which the company had accumulated profits to the date of liquida¬ 
tion. But a distribution made out of profits earned during the 
liquidation is a capital receipt in the hands of shareholders. 

(4) A distribution by the company on the reduction of its 
share capital to the extent of accumulated profits, whether capitalised 
or not, which arose after the pre\ious year relevant to the assess¬ 
ment year ’933-34. This distribution is included in the term dividend 
in order to prevent distribution of profits in the guise of reduction 
of capital in order to avoid tax. 

(5) Any payment by a company (not being a company in 
which the public are substantially interested wiihin the meaning of 
section (23A) of any sum (whether as representing a part of the assets 
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of the company or otherwise) by way of advance or loan to a share¬ 
holder or any payment by any such com any on behalf of or for 
the individual benefit of a shareholder, to the extent to which the 
company in either case possesses accumulated profits. 

Note —Dividend docs not include (i) any distribution made 
in accordance with (3) and (4) above in respect of any shares issued 
for full cash consideration where the holder of the shares is noL 
entitled in the event of liquidation to participate in the surplus assets; 
(ii) any advance or loan made to a shareholder by a company in the 
ordinary course of business where the lending of money is a 
substantial part of the company’s business; and (iii) any dividend 
paid by a company which is set off by the company a ainst any sum 
previously paid by it and treated as dividend within the meaning of 
(5) above. 

It is provided that the words ‘‘accumulated profits’’ wherever 
they occur in the above, shall not include capital gains arising before 
1st April 1946 or after 31st March 1948 and before 1st April 1956. 
This means that the accumulated profits would not include such 
capital gains for the purpose of the enlarged definition of the term 
dividend. Thus, any distribution made to the shareholders of a 
company on liquidation out of the non-taxable accumulated capital 
profits of the company would not be dividend. But the above de¬ 
finition is inclusive and not exhaustive, and therefore what normally 
would be dividend apart from this definition is not touched in any 
manner. If a company pays a dividend out of capital profits, the 
payment is dividend liable to tax in the hands of shareholders under 
section 12, whether the payment is called dividend or bonus or by 
any other name. 

Explanation 3 to section 4(1) provides that a dividend paid by 
an Indian company outside India is deemed to be income arising in 
India to the extent to which it has been paid out of profits subjected 
to Indian income-tax. The words “by an Indian company” auto¬ 
matically exclude dividends declared by any other kind of company. 
Thus, dividends received by non-resident shareholders from non¬ 
resident public companies operating in India are exempt from Indian 
tax. 

Dividends paid out of Agricultural Income. Dividends paid by 
a company out of its agricultural income are not agricultural income 
in the hands of shareholders, and they are therefore liable to pay 
tax (both income-tax and super-tax) on such dividends, even though 
the income of the company has been assessed to agricultural tax 
under a State law. Such dividends are therefore subject to double 
taxation. 

Under section 49B, where a company pays dividend out of its 
profits which have been assessed to agricultural tax by any State 
Government, the shareholder is entitled to the following reduction 
in the tax payable by him in respect of the dividend 
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(a) Where the shareholder is not a company, the agricultural 

income-tax (including super-tax if any paid by the 
company to any Stale or the Central income-tax (but 
not super-tax) payable by the shareholder on the appro¬ 
priate portion of the dividend, whichever is less, is 
allowed as a deduction to the shareholder from the tax 
payable by him. 

(b) Where the shareholder is a company, the agricultural 

income-tax (including super-tax if any) paid by the 
company to any State or 20 per cent of the Central 
income-tax (but not super-tax) payable by the share¬ 
holder on the appropriate portion of the dividend, 
whichever is less, is allowed as a deduction to the share¬ 
holder from the tax payable by it. 

The appropriate portion of the dividend means that portion 
of the dividend which is attributable to the profits of the company 
assessed to agricultural tax. 

Exempt Dividends. Dividend income is exempt from tax (both 
income-tax and super-tax) in the hands of the following persons, 
namely : 

(a) Trustees of a public charitable trust—section 4(3)(i). 

(b) Trustees of a recognised providend fund—section 4(3)(ix). 

(c) Cooperative societies if the dividends are derived from 

investments in other cooperative societies—section 14 
(3) (i °' 

(d) Shareholders of newly-eslablished industrial undertakings 

in certain circumstances—section 15C (4). 

Under section 56A, no super-tax is payable by a company in 
respect of dividends received by it from companies engaged in 
specified basic industries. 

Deduction of Tax from Dividends. This is explained in a 
subsequent chapter dealing with deduction of tax at source. 

Method of Accounting 

The provisions of sections 10 and 12 have been so worded as 
to make it clear that as regards income from business and other 
sources no uniform method* of accounting is prescribed for all tax¬ 
payers and that every assessee may adopt such system of accounting 
as is best suited for his purposes. The only restrictions imposed 
by section 13 are :— 

(a) That the method of accounting adopted must be one 

that clearly reflects the income of the assessee in respect 
of the previous year ; and 

(b) That the method of accounting is one that is regularly 

employed by him. 
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The Income-Tax Officer, even where he accepts the assessee’s 
method of accounting, is not bound by the figures of profits shown 
in the accounts ( 33 I. T. R . 182 , 187) 

It a tax-payer does not regularly employ a method of accoun¬ 
ting, which clearly reflects his income for the previous year, the 
computation of his income will be made in such manner as in the 
opinion of the Income-Tax Officer docs clerrly reflect it. Therefore 
if the accounts kept by an assessee are such that the profits cannot 
be easily ascertained from them, the assessment is made on an 
assumed flit rate of profit on the turnover, and the basis of the flat 
rate is the previous practice and ex erience of the income tax depart¬ 
ment. There is nothing to prevent an Income-tax Officer from 
charging two different flat rates for two different assessees in the 
same locality. 

When acting under the power given to the Income-Tax Officer 
by the proviso to section 13, he cannot exercise the discretion vested 
in him arbitrarily, capriciously or dishonestly. He must exercise 
his judgment in such a manner as would make it possible for him 
to ascertain the profits of the assessee most approximating to the 
truth. What the Income-Tax Officer has always got to bear in 
mind in resorting to section 13 is the salutary principle that his 
main function is to see that the true profits are ascertained as 
nearly as it can be done. It is always open to the High Court on a 
reference to consider whether the method adopted by the Income- 
Tax Officer is a wrong method, wrong in the sense that the method 
is not one which is likely to result in the true profits being ascer¬ 
tained ( 18 L T- R ■ 73). 

. In a case to which the proviso to section 13 applies, the 
Income-Tax Officer is bound to disclose in his order the basis and 
the manner of computation of the income and to disclose the date on 
which he arrives at the result. The proviso to section 13 does not 
entitle the Income-Tax Officer to have a leap in the dark. When 
the assessment is under section 23(3), he may use material not 
placed before him by the assessee ; but in such a case natural justice 
demands that he should give the assessee an opportunity of showing, 
if he can, that the material is incorrect, though the Officer is not 
bound to disclose the source of his information. It may be that 
there is an adequate explanation against the information sought to 
be used against the assessee or that the Income-Tax Officer might 
be misinformed. Although there is no express provision in the 
Income-Tax Act requiring the Income-Tax Officer to make such 
disclosure, it is necessary on the principles of natural justice. The 
Income-Tax Officer is not entitled to discard the evidence of the 
books of account altogether merely because the proviso to section 13 
is attracted (25 I. T. R. 216). 

The power of the Income-Tax Officer under the proviso to 
section 13 to reject the a .counts of the assessee and determine the 
extent of the profits on such basis and in such manner as he thinks 
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proper, is not an arbitrary power. He must exercise his discretion 
and judgment judiciously and reasonably. If he proposes to use 
against the assessee the result of any independent inquiry made by 
him, he should put the assessee in pessession of all the particulars 
on which he proposes to base his assessment, and give him an 
opportunity to meet the same (34 L T. R . 492). 

If the assessee has maintained proper accounts, the fact that 
the profits appear to the Income-Tax Officer to be insufficient and 
the fact that no stock register is maintained by the assessee are not 
materials upon which the Income-Tax Officer can use his power 
under section 13, though there are circumstances which may provoke 
an inquiry. The Income-Tax Officer must discover evidence or 
material aliunde before he can do so (26 I. T. R. 159). 

It is the duty of an assessee to present accounts showing his 
true income, and if he fails to do so and the Income-Tax Officer 
makes the estimate to the best of his ability on the materials before 
him, the assessee must put up with it. 

The High Court may set aside the computation of income 
made by the income-tax authorities under the proviso to section 13 
if it is arbitrary and the basis on which the computation is made is 
not disclosed in the order (36 I. T. R. 485). 

Change in Accounting System. When an asseessee desires to 
change his method of accounting and makes such a request, the 
Income Tax Officer, if he is prepared to allow the change, should 
take steps to secure that no profits escape taxation on account of 
the ehange. Whether a method of accounting has been regularly 
employed is a question of fact; but it is open to the assessee to 
change his method, though not from year to year. In doing so, 
he should satisfy the income-tax authorities that he is making the 
change in good faith and not with a view to defrauding the 
revenue. 

Systems of Accounting. While section 13 leaves it to the 
discretion of the Income-Tax Officer to decide whether a particular 
system of accounting should be accepted or whether a change in the 
system of accounting should be allowed, the discretion of the 
Income-Tax Officer in this matter can be questioned in the course of 
an appeal against the assessment. There are three systems of 
accounting that may be adopted by asses sees ;— 

(i) Cash System. Under the system a record is kept of actual 
receipt and acual payments, entries being made only when money 
is actually collected or disbursed. This system is quite inadequate 
for the needs of a trading concern where there may be a number of 
credit transactions. The income of a business cannot be computed 
correctly under this system. It is therefore unusual for a trader to 
calculate his profits on this system. 

This system may very well be adopted by a professional man 
such as a doctor, an accountant or a vakil, where nearly all transac- 
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tions are for cash and also by non-trading concerns such as a 
club, a school, a college etc, whose object of keeping accounts is to 
make sure that all income that should be received has been received 
and that the actual income received has been properly accounted for. 

However, if a small trader adopts the cash system of account¬ 
ing and wishes to calculate his profit or loss therefrom, the difference 
between the value of the opening and closing stocks should be taken 
into account in doing so, so that a proper and even distribution of 
his profits over a series of years may be secured. 

(ii) Mercantile Accountancy System . This is also known as 
the book profits system of accounting. Under this system, a record 
is kept of all transactions both cash and credit, and the net profit or 
loss is calculated after taking into account all the income and all the 
expenditure relating to the year, whether such income has been 
actually received or not and whether such expenditure has been 
actually paid or not. That is to say, the profit computed under this 
system is the profit actually earned, though not necessarily realised 
in cash or the loss computed under this system is the loss actually 
sustained, though not necessarily paid in cash. The distinctive 
feature of this method of accounting is that it brings into credit what 
is due immediately it becomes legally due and before it is actually 
received, and it brings into debit expenditure for which a legal 
liability has been incurred before it is actually disbursed. 

Under the mercantile system of accounting, deduction can be 
claimed in respect of a liabilty which has definitely arisen in the 
accounting year, although the liability may have to be discharged 
at a future date and the cost of discharging it may be indefinite and 
may have to be estimated. This is the decision of the Supreme 
Court (37 I. T . R. 1'). 

(in) Mixed System of Accounting Besides the cash system 
and the mercantile system, there may be several hybrid or mixed 
systems of accounting. That is to say, a trader may record one set 
of transactions on the cash basis and for another set he may follow 
the mercantile method. Thus, purchases and sales of goods may be 
recorded on the mercantile basis and income and expenses on the 
cash basis. An assessee can adopt a mixed system of accounting so 
long as he regularly employs it. 

N.B-—It is the method of accounting adopted by an assessee 
that determines the period in which any item of gross r venue or 
any deduction therefrom is to be accounted for and which determines 
whether a particular allowance is or is not permissible. It is for 
this reason that the law does not contain a complete statement 
of the deductions that are permissible in computing business profits, 
professional earnings and income from other sources, since certain 
allowance can occur only where the mercantile system is in use. 
There can, for example, be no bad debts where the cash method of 
accounting has been followed. 
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Maintenance of Accounts. One of the main difficulties facing 
an Income-Tax Officer is that of ascertaining the correct income of 
an assessee. The task is very considerably simplified if the assessee 
produces accounts regularly and properly kept and, if possible, 
audited by a chartered accountant. But in the case of many 
individuals, as also in the case of small traders, the plea often put 
forward is that no accounts worth the name have been maintained. 
It is therefore sometimes suggested that a legal obligation should be 
imposed on all persons, at least on those who do business, to keep 
proper accounts. In the present state of illiteracy in India, this 
suggestion is however impracticable. Still, the income-tax authori¬ 
ties are not wholly without remedy in the case of a trader who does 
not keep any accounts. 

Even if it may not be practicable to impose an obligation on 
all assessees to maintain proper accounts, the maintenance of such 
accounts should, wherever possible, be encouraged. The assessees 
are discouraged from maintaining accounts when they find that such 
accounts as have been kept are treated with scant respect by the 
income-tax authorities. The Income-Tax Investigation Commission 
has, therefore, recommended that the Central Board of Revenue 
should issue general instructions to Income-Tax Officers directing 
that every effort should be made to encourage assessees to maintain 
proper accounts and unless the defects in the accounts disclose a 
desire on the part of the assessee to conceal his profits or they are 
so badly kept as to make them practically useless for the purpose of 
ascertaining the income, the assessment should as far as possible be 
made on the basis of the accounts maintained by the assessee. 

Where accounts have been kept, it practically becomes neces¬ 
sary for assessees, under the provisions of section 34, to preserve 
their accounts for many years, as they may receive a rotice for 
revision of the assessments under that section. It is equally prudent 
to preserve primary and subsidiary accounts for the same period. 

In respect of accounts relating to large business, it will be a 
useful safeguard for the income-tax department if the accounts are 
examined and certified by a chartered accountant. It is not desi¬ 
rable to make audit of accounts compulsory except in the case of 
businesses with large incomes. 

The prescribed return of total income (which every assessee has 
to fillup) requires that, if the accounts are kept on the mercantile 
accountancy system, a copy of the profit and loss account and 
balance sheet should be attached to the return and that, if the 
accounts are kept on any other system, the name and description of 
the system is to be stated and a copy of any statement, which corres¬ 
ponds to the profit and loss account in the mercantile system, is to 
be attached to the return. In the case of a company, a copy of the 
auditor’s report is to be attached to the return. 
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CAPITAL GAINS 


The Finance (No. 3) Act, 1956, revived with some modifica¬ 
tions the scheme of capital gains tax which was in existence during 
the period 1st April 1946 to 31st March 1948. 

Section 12B provides that tax shall be payable by an assessee 
under the head “capital gains” in respect of any profits arising from 
the sale, exchange, relinquishment or transfer of a capital asset 
effected after 31st March 1956, and that such profits shall be deemed 
to be income of the previous year in which the sale, exchange, 
relinquishment or transfer took place. 

Compulsory acquisition by the Government would constitute a 
transfer with in the meaning of this section, though it would not be a 
sale. A lease of land would be a transfer and the salami or najran a 
paid for the lease may be assessable as capital gains ; but the mere 
grant of the right of management of a capital asset would not be 
covered by this section. The section also applies to capital gains 
arising from the relinquishment of a capital asset. The share of a 
partner in a partnership concern is property and therefore a 
capital asset. Compensation received by one partner of a partnership 
from another partner for relinquishing all his rights in the partner¬ 
ship is a capital gain. 

In order to attract the application of this section, it is 
essential that the sale, exchange, relinquishment or transfer should 
take place after the 31st March 1956. 

Capital Asset. The term “capital asset” means property 
of any kind held by an assessee, whether connected with iais business 
or not, but it does not include— 

(a) any stock-in-trade, consumable stores or raw materials 

held for business purposes ; 

(b) personal effects (wearing apparel, jewellery, furniture, 
etc.) ; and 

(c) any land whose income is agricultural income. 

If a person purchases a piece of agricultural !and with 
the object of putting up a building thereon, and sells the land 
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with the building at a profit, the profit so realised is a capital gain 
liable to tax, because he did not hold the land for agricultural 
purposes and therefore the land is not excluded from the definition 
of capital asset. 

Exemptions. The following capital gains have been expressly 
exempted from tax — 

(1) Gains arising on the distribution of capital assets on the 
total or partial partition of a Hindu undivided family or under a 
deed of gift, bequest or will. The Bombay and Madras High Courts 
have held that this exemption applies to a distribution of capital 
assets in specie only (26 I. T. R. 351). 

(2) Gains arising on the transfer by a parent company of its 
capital assets to a wholly-owned Indian subsidiary company* 

(3) Gains arising on the sale of residential house property 
which had been occupied by the assessee or his parents for two years, 
if the capital gains have been fully invested in the purchase of a new 
residential property within one year before or after the capital gains 
arose, But if the capital gains exceed the cost of the new properly, 
the excess will be taxable. 

(4) Capital gains tax is not attracted in cases of transfer of 
house property or properties, the income of which is chargeable 
under section 9, if the fair market value of all the house properties 
owned by an assessee does not exceed Rs. 50,000, and if he sells 
one of his properties for a sum not exceeding Rs. 25,000. This 
exemption applies only to house properly assessed under section 9. 
Therefore, capital gain on the sale of house property used for 
purposes of the assessee's own business would not be exempt from 
capital gains tax. 

(5) No capita] gains tax is payable if the amount of capital 
gain does not exceed Rs. 5,000 or the total income of the assessee 
(including the capital gains) docs not exceed Rs. 10,000. This 
exemption is not available to companies. 

Computation of Capital Gains. The amount of taxable capital 
gains is computed after making the following deductions from the 
full value of the consideration for which the sale, exchange, relinqui¬ 
shment or transfer of the capital asset is made : — 

(a) Expenditure incurred solely in connection with the sale, 
exchange, relinquishment or transfer ; and 

(fr) The actual cost to the assessee of the capital asset inclu¬ 
ding the cost of such additions and alterations as are not 
allowable in computing the taxable profits. 

The general rule is that a capital gain is the excess of sale 
price over the cost of the capital asset. But this general rule is 
subject to the following exceptions, namely:— 

(1) If the transferee is a person with whom the assessee is 
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directly or indirectly connected and the Income-Tax 
Officer has reason to believe that the transfers as 
effected with the object of avoidance or reduction of 
the assessee’s liability to capital gains tax, the Income- 
Tax Officer may, with the prior approval of the 
Inspecting Assistant Commissioner, take the fair mar¬ 
ket value of the asset at the date of transfer instead of 
the actual sale price, for the pur; ose of computing the 
capital gain. 

(2) If the asset is one in respect of which the assessee has 

obtained depreciation allowance in any year, the actual 
cost is taken to be the written-down value increased or 
diminished by any adjustment actually made by way 
of balancing charge or balancing depreciation under 
section 10(2) (vii). This point is made clear in the 
illustration given below. 

(3) The assessee is given the option to adopt, instead of the 

actual cost of a capital asset, its fair market value as 
on 1st January 1954. This means that all capital 
appreciation which had taken place in the value of a 
capital asset up to that date is left untaxed. 

(4) Where the capital asset was on any previous occasion the 

subject of negotiations for its sale, exchange, relinquish¬ 
ment or transfer, any option or other money received 
and retained by the assessee in respect of such negotia¬ 
tions shall be deducted in computing the actual cost of 
such asset to him. 

(5) Where the asset became the property of the assessee by 

succession, inheritance, devolution or on any distribu¬ 
tion of capital assets on the total or partial partition of 
a Hindu undivided family, on the dissolution of a firm 
or other association of persons, on the liquidation of a 
company, or under a deed of gift, or transfer on irrevo¬ 
cable trust, the actual cost to the previous owner should 
be taken into account for the purpose of determining 
the capital gain ; and if the actual cost to the previous 
owner cannot be ascertained, the fair market value at 
the date on which the capital asset became the property 
of the previous owner should be deemed to be ihe 
actual cost to the assessee. All the provisions men¬ 
tioned in (1) to (4) above will apply to such notional 
figure of cost to the assessee. 

(6) Where the asset became the property of the assessee before 
1st April 1956 under a deed of gift or on partition of a 
Hindu undivided family, the assessee would be entitled 
to take the fair market value of the asset on the date 
of the gift or the date of the partition instead of the 
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actual cost to the previous owner or the fair market 
value on 1st January 1954. 

{7) When the asset became the property of the assessee after 
l$t April 1956, on the partition of a Hindu undivided 
family, the cost allowable to him should be taken in 
all cases to be the fair market value on the date of the 
partition. 

Illustration 

(a) X Ltd., owning 83% of the paid-up equity share capital 
erf Y Private Ltd*, transfers its building worth Rs- 1,00,000 to Y 
Private Ltd. for a price of Rs* 1,50,000. 

(b) Y Private Ltd. is a wholly-owned subsidiary of X Ltd. 
X Ltd. transfers its building worth Rs. 1,00,000 to Y Private Ltd* 
for a sum of Rs. 1,50,000. 

(c) X is the owner of house properties worth Rs* 2,00,000. 
On 2-5-1960, he sells a house, in which he has been living for the 
last ten years, for Rs* 95,000, the fair market value of this house on 
1-1-1954 being Rs- 50,000, and on 3-3-1961 he buys another house 
for his own residence for Rs. 30,000. 

(d) X is the owner of house properties worth Rs. 2,00,000. 
He s dls one house (whose fair market value on 1-1-1954 was 
Rs- 20,000) for Rs* 37,000. 

(e) X is in business as a manufacturer. His accounting yeai 
ends on 31st December. On 1st November 1960, he sold for 
R *60,000 some machinery which had cost Rs* 40,000 and in respei t 
of which Rs* 15,000 had been allowed as depreciation. 

(/) X has been in business as a manufacturer, making up his 
accounts on 31st December. On 31st December 1959, he clos^ d down 
his business. In March 1960 he sold for Rs. 60,000 some machinery 
which had cost Rs* 40,000 and in respect of which Rs- 15,0C0had 
been allowed as depreciation- 

(g) X has been in business as a manufacturer. His accounting 
year ends on 31st December- On 1st November I960, (he sold for 
Rs. 20,000 some machinery which had cost Rs- 40,000) andinresp ct 
of which Rs* 15,000 had been allowed as depreciation. 

(a) The capital gain of Rs. 50,000 is liable to tax in the hands 
of X Ltd., as the transfer of building has been made to a subsidiary 
company which is not wholly owned. 

(b) The capital gain of Rs. 50,000 is not liable to tax in the 
hands of X Ltd., because the building has been sold to a subsidiary 
company which is wholly-owned. 

(c) On the sale of his residential house, X has made a capital 
profit of Rs. 45,000, and within a year of this sale he has bought 

12 



178 


INCOME-TAX 


another house for his residence for Rs. 30,000. The whole of the- 
capital gain made on the sale has not been invested in purchasing the 
new house. Therefore Rs. 15,000 (Rs. 45,000—Rs. 30,000) is liable 
to capital gains tax in his hands. 

(d) X has made a capital gain of Rs. 17,000 on the sale of the 
house and this capital gain is liable to tax in his hands, because the 
market value of all his properties exceeded Rs. 50,000. 

(e) There is a profit of Rs. 35,000 on the sale of machinery. 
Therefore, in the assessment year 1961-62, Rs. 15,000 out of 
Rs. 35,000 will be taxed as profits under section 10(2) (vii), while 
Rs. 20,000 will be taxed as a capital gain. For the purpose of 
computing the capital gain of Rs. 20,000 the written down value of 
Rs. 25,000, increased by the adjustment of Rs. 15,000 made under 
section 10 (2) (vii), becomes the actual cost to the assessee. 

(/) There is a profit of Rs. 35,000 on the sale of this asset. 
As the sale took place after the discontinuance of the business, 
nothing, out of this profit can be taxed as income under section ?0 
(2) (vii). Therefore, the whole of Rs. 35,000 will be taxed as a 
capital gain in the assessment of X for the year 1961-62. 

(g) There is a loss of Rs. 5,000 on the sale of machinery, the 
whole of which will be allowed in the assessment year 1961-62 as 
terminal depreciation. The written-down value of Rs. 25,000 is 
diminished by this allowance and becomes Rs. 20,000 for the purpose 
of computing the capital gain. Therefore the capital gin is nil. 

Computation of Tax on Capital Gains. The capital gains tax 
forms part of income-tax. It is therefore assessed and collected along 
with the tax on other income. The tax is imposed on capital gains 
realised and not on capital gains accrued. In other words, if some¬ 
body had purchased a house for Rs. 20,000 in the year 1932 and its 
value today is Rs. 35,000, no tax is payable on the difference between) 
the two values, namely, Rs. 15,000, unless the house is actually sold, 
exchanged, relinquished or transferred. 

The method of computing the tax on capital gains is laid down 
in section 17(6) and 17(7) and is as follows :— 

(1) In the case of non-company assessees, no super-tax is 
payable on capital gains, but income-tax payable on capital gains and 
on other income is calculated in the following manner :— 

(a) The rate of income-tax payable on capital gains is related 
to the other income of the assessee. One-third of the: 
capital gains is to be added to the other income, 
and the income-tax rate applicable to the sum so- 
arrived at is the rate at which the whole of the capital 
gains is charged to income-tax. But in no case the 
income-tax on capital gains is to exceed one-half of the 
amount by which the capital gains exceed Rs. 5,000* 
This is the marginal relief. 
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(b) No income-tax is levied on capital gains if (i) the 

capital gains do not exceed Rs. 5,000 or (ii) the 
total income, including the capital gains, does not 
exceed Rs. 10,000. 

(c) The income-tax and super-tax payable on other income 

is calculated on the total income minus the capital gains. 

(2) A company has to pay income-tax on the capital gains at 
the rate applicable to it along with income-tax on its other income. 
It has to pay super-tax on capital gains at the rate of 10 per cent and 
super-tax on other income at the rate applicable to it. Prior to 1st 
April 1960, super-tax was not chargeable at all on the company’s 
capital gains. 

Set-off and carry-forward of Capital Losses. The capital loss 
of any year, which cannot be wholly wiped off by capital gains of 
that year, may be carried forward for 8 years for setoff against 
future capital gains. To permit of such carry-forward, the capital 
loss sustained in any previous year must exceed Rs. 5009 in the case 
of non-company assessees. 


Illustrations 

(1) The particulars of the income of X (an individual) for the 
year ended 31st March 1961 are as follows *— 

(a) Salary Rs. 20,000. 

(b) Interest on loans Rs. 10,000. 

(c) Capital gain on the sale of shares Rs. 15,000- 

(d) Capital gain on the sale of a house Rs. 8,000. 

The house from which the capital gains of Rs.8,000 arose was 
sold for Rs. 24000, and X has one more house worth Rs- 25,000- 

Show how his tax liability will be determined for the assess¬ 
ment year 1961-62. 


The capital gain of Rs. 8,000 realised on the sale of a house 
is exempt from tax, because the value of all the house property of 
X did not exceed Rs. 50,000 and the house was sold for not more 
than Rs- 25,000- The capital gain of Rs. 15,000 on the sale of 
shares is taxable- 

The total income for the assessment year 1961-62 is Rs.45,000 
consisting of Rs- 15,000 capital gains and Rs. 30,000 other income. 
The tax payable by him will be calculated as follows •— 

The income-tax payable on the capital gains of Rs.15,000 will 
be at the rate applicable to Rs. 35,000 (i. e., Rs. 30,0004-Rs- 5,000» 
being one-third of capital gains) ; while the income-tax and super¬ 
tax payable on the other income will be at the rates applicable to 
Rs. 30,000 (i. e., total income minus capital gains). 
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(2) Define 'capital asset*. If the sale of a capital asset results 
in capital gain, how is the actual cost thereof to be determined 
when the asset has been received through inheritance ? 

A purchased a house on 1-8-1956 for Rs. 15,000 and sold it 
on 1-12-1958 for Rs. 23,000. He does not own any other house 
property. Is the profit of Rs. 8,000 assessable ‘and if so, at what 
rate ? 

The term'capital asset’means property of any kind held by 
an assessee whether connected with his business or not, but it does 
not include •— 

(a) any stock-in-trade, consumable stores or raw materials 

held for business purposes ; 

(b) personal effects, such as wearing apparel, jewellery, furni¬ 

ture, etc., and 

(c) any land whose income is agricultural income. 

Where the assessee becomes the owner of a capital asset by 
inheritance, the actual cost allowable in computing the capital gains 
of the assessee shall be the actual cost to the previous owner of the 
asset. If, however, the actual cost to the previous owner cannot be 
ascertained, the fair market value oil the date on which the asset 
became the property of the previous owner shall be deemed to be 
the actual cost to the assessee. 

The profit of Rs. 8,000 is not assessable as capital gains, since 
the sale value is less than Rs. 25,000 and the assessee has no other 
house property. 
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Depreciation 

The terra ‘depreciation* is not defined in the Act. It has its 
origin in accountancy. It means diminution in the value of an 
asset principally by reason of wear and tear. In computing the 
taxable profits of a business, profession or vocation, all revenue 
expenses are deducted from the profits, but capital expenditure is 
altogether excluded. Therefore an allowance for depreciation is 
granted in respect of fixed assets representing capital expenditure. 

Under section 10(2)(vi), depreciation is allowed only in respect 
of buildings, machinery, plant and furniture which are thfe property 
of the assessee and which are used for purposes of business, profes¬ 
sion or vocation. A building is deemed to be used for business 
purposes when it is used for the production of commodities or for 
storage or for distribution or for administration or as a welfare 
building. 

The term ‘plant* includes vehicles, books, scientific apparatus 
and surgical equipment. 

It should be particularly noted that depreciation is allowed 
only on account of user. That is why no such allowance is per¬ 
missible in the case of an asset lying idle. An asset will not be 
regarded as lying idle when it is actually used or when it is intended 
to be used, but if certain machinery is not yet erected in the factory 
and is lying in store, then such machinery is lying idle. 

If the user is partial, the depreciation allowance will also be 
partial. The partial user may be in regard to time or in regard to 
the purpose. Thus, if an asset (say, a motor car) is used partly for 
business and partly for the private use of the proprietor, the depre¬ 
ciation allowance in respect of the motor car will be only partial. 

Similarly, if an asset is acquired during the accounting year, 
the depreciation allowance will be only proportionate according to 
the complete months of the year during which it has been in use, 
provided the period of use is not less than two months . 


181 




182 


INCOME-TAX 


However, in the case of industries which work seasonally (e.g., 
a sugar mill) full depreciation allowance is granted if the assets 
have been used throughout the working season. 

According to section 10(4B), no depreciation allowance is to 
be granted on building, plant, machinery or furniture in respect of 
the previous year in which such assets are sold, discarded, demolish¬ 
ed or destroyed, because in those circumstances the necessary relief 
by way of balancing allowance is available under section 10(2)(vii), 

Who is entitled to depreciation ? It is the owner of the capital 
assets, who is entitled to claim allowance for depreciation. A lessee 
who carries on business, having taken on lease building, machinery 
or plant is not entitled to claim the depreciation allowance, because 
he is not the owner of such assets. In the case of assets acquired 
under the hire-purchase system, the purchaser does not become the 
legal owner immediately on taking delivery, but as a special case, 
depreciation is allowed under administrative instructions of the 
Central Board of Revenue according to the following rules :— 

(i) In every case of payment purporting to be for hire-purchase, 
the agreenlent under which the payment is made should be produced 
to the Income-Tax Officer. 

(ii) Where the effect of an agreement is that the ownership of 
the assets is at once transferred to the lessee (e. g , where the lessor 
obtains a right to sue for arrear instalments but no right to recovery 
of the asset) the transaction should be regarded as one of purchase 
by instalments, and so deduction in respect of hire should be made. 
Depreciation should be allowed to the lessee on the entire purchase 
price as per the agreement. 

(iu) Where the terms of the agreement provide that the asset 
shall eventually become the property of the hirer or confer on the 
hirer an option to purchase the assets, the transaction should be 
regarded as one of hire-purchase. In such cases the periodical 
payments made by the hirer should for tax purposes be regarded as 
made up of 

(a) consideration for hire, to be allowed as a deduction in the 

assessment; and 

(b) payment on account of purchase, to be treated as capital 

outlay, depreciation being allowed to the lessee on the 
initial value (i.e., the amount for which the hired asset 
would have been sold for cash at the date of agreement). 

The allowance to be made in respect of hire should be the 
difference between the aggregate amount of the perodical payments 
under the agreement and the initial value (as described above), the 
amount of this allowance being spread evenly over the term of the 
agreement, If, however, the agreement were terminated either by the 
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outright purchase of equipment or its return to the owner, the deduc¬ 
tion should cease as from the date of the termination. 

An assessee claiming this deduction should furnish a certifc- 
cate from the vendor or other satisfactory evidence of the initial value. 
Where no certificate or other satisfactory evidence is forthcoming, 
the intitial value should be arrived at by computing the present value 
of the amount payable under the agreement at an appropriate rate 
per cent. 

Conditions for the grant of depreciation allowance. In order to 
obtain depreciation allowance under section 10(2)(vi) the following 
two conditions must be fulfilled : 

(i) The required particulars regarding depreciation (as given 
in Part V of the form of return of income) must be furnished to the 
Income-Tax Officer ; and 

(ii) The aggregate of allowances in respect of depreciation 
made under clause (vi) and clause (vi)(a) or under any repealed Act 
should not exceed the actual cost of the asset to the assessee. 

Replacement in place of depredation. In the case of furniture 
and books, if the assessee so desires, he may claim the cost of replace¬ 
ment instead of depreciation, but such replacement cost should not 
include the cost of any improvements. Assessees drawing income 
from railways and tramways (not being electric tramways) have the 
option to claim actual expenses incurred on repairs, replacements and 
renewals in place of the depreciation allowance. 

Development Rebate 

Under section 10(2)(vib), an assessee is entitled, in respect 
of a new ship acquired or new machinery and plant (excluding trans¬ 
port vehicles and office appliances such as accounting machines, 
typewriters, etc.,) installed after 31st March 1954 and used wholly for 
purposes of his business (but not a profession or vocation) to a develo- 
ment rebate for the year of acquisition or installation at the following 
.rates :— 

(a) In the case of a ship acquired before 1st January 1958, at 

25% of the cost of the ship. 

(b) In the case of a ship acquired after 31st December 1957, 

at 40% of the cost of the ship. 

(c) In the case of machinery and plant installed before 1st 

April 1961, at 25% of the cost of machinery and plant. 

( d ) In the case of machinery and plant installed after 31st 

March 1961, at 20% of the cost of machinery and 

plant. 

The development rebate is not a part of the depreciation allow¬ 
ance. It is granted over and above the full recoupment of the 
'total cost by way of depreciation allowances. 
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The grant of development rebate is subject to the following 
conditions, namely : 

(1) The particulars prescribed for the grant of depreciation 
have been furnished by the assessee in respect of the ship or 
machinery and plant. 

(2) An amount equal to 75% of the development rebate to be 
actually allowed is debited to profit and loss account of the relevant 
previous year and credited to a reserve account. This condition does 
not apply where the assessee is an electricity supply company or 
where the asset was acquired or installed before 1st January 1958. 

The assessee can utilise this reserve during the next ten years 
for the purposes of his business, but he cannot utilise it during that 
period (a) for distributing dividends, or (b) for remittance outside 
India or for creation of any asset outside India. 

(3) The asset on which development rebate is allowed shall 
not be sold or otherwise transferred to any person other than the 
Government or for any consideration not connected with any 
amalgamation or succession (referred to below), before the expiry 
of ten years from the end of the year in which it was acquired or 
installed. 

Note . An infringement of any of the above-mentioned 
conditions will lead to the disallowance of the development rebate 
already granted to and the revision of the assessment of the year in 
which such allowance was originally given. The revision or assess¬ 
ment will be made under section 35. 

Carry forward of Development Rebate. If the total income of 
an assessee for any previous year (before allowing development 
rebate) falls short of the full amount of the rebate, the rebate to be 
allowed for that year would be limited to such total income. The 
balance of the rebate would be allowed to be carried forward for 
being claimed in the succeeding eight years. 

Transfer of Machinery or Plant. Under Section 10(2)(vic) 
a company is amalgamated with another company or where a 
firm is converted into a private company, and machinery or plant 
on which development rebate is admissible to the predecessor is 
transferred, the development rebate already allowed in respect of 
the asset transferred will not be withdrawn and any unutilised 
portion of the rebate will be available to the successor company, 
provided the successor continues to fulfil the condition specified 
^bove. 


Various Depreciation Allowances 

1. Normal Depreciation. Under section lf(2)(vi), depre¬ 
ciation is allowed on buildings, machinery, plant and furniture at 
the prescribed rates on the written-down value of the asset. In the 
case of ocean-going ships depreciation is, however, allowed on the 
original cost instead of on the written-down value. The meaning of 
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the term ‘written-down value’ and some of the principal prescribed 
rates of depreciation are given later on. 

2. Extra Shift Allowance. In the case of machinery and 
plant, an extra shift depreciation allowance is granted for double 
and triple shift working. This extra allowance is 50 per cent of the 
normal allowance in respect of extra shifts. The calculation of the 
extra shift allowance is to be made separately, proportionate to the 
number of days during which there was extra shift working. For 
this purpose the normal number of working days in the year is taken 
as 300. Thus, if a factory has worked double or triple shifts for 100 
days in a year, the extra shift allowance will be one-third of 50 per 
cent of the normal depreciation allowance. 

Note. Up to the assessment year 1953-54 the extra shift 
allowance for triple shift working was 100 per cent of the normal 
depreciation allowance. But now it is 50 per cent of the normal 
depreciation allowance for both double and triple shifts. 

3. Additional Depreciation. Under section 10(2j(via), in 
respect of new buildings and new machinery and plant acquired 
after 31st March 1948, an additional depreciation allowance equal to 
the normal depreciation (single shift) was granted for five successive 
assessment years immediately following the year in which the assets 
were brought into use. The allowance was admissible only in the 
assessment years 1949-50 to 1958-59. 

The additional depreciation allowed was deductible in arriving 
at the written-down value. 

No additional depreciation will be granted from the assessment 
year 1959-60. 

4. Initial Depreciation. Section 10(2)(vi) also provides for 
the grant of the following initial depreciation on account of new 
buildings and new machinery and plant (not being machinery or 
plant entitled to development rebate) erected or iii'talled after 31st 
March 1945 and before 1st April 1956, in respect of the year in 
which they were acquired and brought into use for business pur¬ 
poses :— 

(a) In the case of buildings erected between 1st April 1946 

and 31st March 1956, at 15% of the cost thereof to the 

assessee. 

(b) In the case of other buildings, at 10% of the cost thereof 

to the assessee. 

(c) In the case of machinery or plant, at 20% of the cost 

thereof to the assessee. 

The initial depreciation was granted in addition to the normal 
depreciation allowance. When a new asset was acquired during the 
accounting year, the initial depreciation was granted in full for the: 
whole year. 
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The initial depreciation was not deductible in arriving at the 
written-down value for the purpose of calculating the subsequent 
normal depreciation, but it was taken into account in arriving at 
the written-down value for the purpose of section 10(2) (vii). In 
other words, the initial depreciation was taken into account when 
computing the profit or loss on the sale or discard of an asset. 

From the dates mentioned above , it is obvious that the initial 
depreciation allowance in respect of new buildings and new plant or 
machinery, which are brought into use after 31st March 1956, has been 
discontinued. 

Initial depreciation at 20/ o will be allowed in respect of new buil¬ 
dings constructed after 31st March 1961 by employers (i) for the resi- 
of dence their low-paid employees drawing a monthly salary of not more 
than Rs. 200 , or (ii) for meeting the welfare requirements of such as 
employees, as hospitals , schools, canteens and libraries . 

Unabsorbed Depreciation. When on account of the absence or 
insufficiency of profits of any business, the full or a part of the 
depreciation allowance cannot be claimed, the balance of the 
depreciation allowance not so claimed is known as unabsorbed 
depreciation. But the amount of depreciation which is disallowed 
for any other reason (e. g..), the required particulars not being 
furnished to the Income-Tax Officer cannot be included in the term 
unabsorbed depreciation. 

If an assessee, in addition to his business income has any 
other source of income such as salary, income from property, etc., 
the amount of unabsorbed depreciation can be set off against such 
-other income and only the amount of depreciation not so set off will 
be the amount of unabsorbed depreciation to be carried forward. 
The unabsorbed depreciation can be carried forward indefinitely to 
be claimed in subsequent assessments, subject to the condition that, 
if there is a business loss also carried forward, such business loss 
will be set off first before allowing the unabsorbed depreciation. 

The unabsorbed depreciation of a particular year is added to 
the amount of depreciation allowance for the following year and is 
•deemed to be part of that allowance, or if there is no such allowance 
for that year, is deemed to be the allowance for that year and so on 
for succeeding years. 

When a business is closed down in any year, the carry-forward 
of its unabsorbed depreciation will not be allowed, and the unabsor - 
bed depreciation like any other losses will have to be regarded as a 
capital loss. 

Where unabsorbed depreciation has been effectively allowed in 
the assessment of a partner of a registered firm it cannot be carried 
forward in the case of the firm. 

Written-down Value. The written-down value of an asset 
aneans : 
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(a) In the case of an asset acquired in the previous year, the 
actual cost to the assessee: and 

(b) In the case of an asset acquired before the previous year 
the actual cost to the assessee less all depreciation actually allowed 
and not merely allowable) to him. There is exception to this rule, 
namely : where a building previously owned by an assessee is 
brought into use for purposes of business after 28th February 1946, 
the written-down value means the actual cost to the assessee minus 
such depreciation as would have been allowable had the building 
been used all along for business purposes since the date of its 
acquisition. The rate of depreciation for this intervening period 
will be the rate in force on the date of introduction of the building 
into the business. The effect of this provision is that an assessee 
who brings into business use a building already depreciated in value 
cannot claim depreciation on the basis of its orignal cost. 

Cost to the assessee. There are three purposes for which it is 
necessary to ascertain the actual cost to the assessee of an asset in 
respect of which depreciation allowance is claimed :— 

(z) The cost is the basis of allowance in the case of ocean¬ 
going ships. 

(ii) The written-down value is calculated by reference to the 
cost in the case of other assets. 

(zzi) The aggregate of all depreciation allowances must not 
exceed the original cost to the assessee. 

The actual cost of an asset to the assessee is subject to the 
following qualifications ;— 

(a) Where before the date of acquisition by the assessee the 

assets were at any time used by aDy other person for 
the purposes of his business, and the Income Tax Officer 
is satisfied that the main purpose of the transfer of the 
assets to the assessee was to claim higher depreciation 
allowance, such an amount would be taken as the actual 
cost to the assessee as the Income-Tax Officer may, with 
the previous approval of the Inspecting Assistant 
Commissioner, determine. 

(b) Where assets which had once belonged to the assessee and 

has ceased to belong to him by reason of transfer or 
otherwise, are reacquired by the assessee, the cost of 
reacquisition should be discarded, and the actual cost to 
the assessee should be taken in all cases to be the actual 
cost of the first acquisition to the assessee less all 
depreciation actually allowed to him. In other words 
the written-down value at the date when the asset ceased, 
to long to the assessee should be taken to be the 
actual cost of reacquisition. 

{c) Where an asset is transferred by a company to a subsidiary 
and the subsidiary (i) is resident in India, (ii/ is regis- 
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tered under the Indian Companies Act, and (iii) the 
whole of its share capital is held by the holding comp¬ 
any, the actual cost of asset to the subsidiary is taken 
to be the written-down value of the asset to the holding 
company, and the holding company is exempted from 
tax on any capital gains arising from such transfer. 

(d) Where, owing to a change in the proprietorship of a busi¬ 

ness, the successor is taxed in respect of the profits 
received by his predecessor under the proviso to section 
26(2), the actual cost to the assessee would be the actual 
cost to the person succeeded. That is to say, in the 
case of the first assessment on a successor the 
predecessor's right is carried over intact. 

(e) The actual cost in the case of acquisition by purchase 

would be the price paid for the asset plus any other 
incidental capital expenditure, such as cost of transport 
and erection, import duties etc. 

(J) Where an asset has been acquired by gift or by inheritance, 
the actual cost thereof will be the written-down value 
determined in the case of the previous owner or the 
market value of the asset on the date of acquisition 
whichever is less. 

(g) In determining the actual cost of an asset, that portion of 
the cost thereof, which has been met directly or in- 
dirictly by Government or any public or local authority, 
shall be deducted. 

It must, however, be noted that initial depreciation allowed in 
respect of new buildings and new machinery and plant is not to be 
deducted from the original cost in determining the written down 
value for the purpose of calculating the normal depreciation, but 
initial depreciation must be taken into account in determining the 
written-down value of an asset for the purpose of ascertaining the 
amount of profit or loss on its sale or discard. 

An Income-Tax Officer is not bound to accept the written-down 
value of an asset as computed for the previous assessment. He 
should take into consideration the actual cost (determining it for 
himself, if necessary), take also into consideration the allowance 
granted in the past, and then make his own computation as to the 
written-down value for the assessment year (25 I. T. R. 558). 

Prescribed Rates of Depreciation 

The rates of depreciation have been prescribed by Rule 8 of the 
Income-Tax Rules. Some of these rates are as follows :— 

Buildings : 

First class buildings (2|%). 
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Second class buildings (5%). 

Third class buildings such as coolie lines (7$%). 

Purely temporary erection such as chappars : (No depreciation 
but renewals allowed). 

Double these rates are allowed for factory buildings. 

Furniture and Fixtures : 

General rate (6%). 

Special rate for hotels, cinemas and boarding houses (9%). 
Machinery and Plant ♦ 

General rate (7%). 

Special rates for machinery and plant used in different indus¬ 
tries, e. g.. 

Flour mills, rice mills, bone mills, sugar works, distilleries, 
ice factories, match works, tea factories, shoe factories, 
etc. (9%). 

Paper mills, shipbuilding and engineering works, iron and 
brass foundries, motor car repairing works, chemical 
works, saw mills, cement works, vegetable ghee factories, 
etc. (10%). 

Rubber and plastic goods factories (12%). 

Special rates for other machinery and plant, e. g. 

X-ray apparatus (20% but N.E.S.A.) 

Cotton textile machinery (10%). 

Weighing machines (12% but N.E.S.A.) 

Calculating machines, typewriters, accounting machines and 
other office machinery (15% but N.E.S.A.) 

Wireless sects (15% but N.E.S.A.) 

Motor taxis, motor lorries aad motor buses (25% but 
N.E.S.A.) 

Motor cars (20% but N.E.S.A.) 

Cycles (20% but N.E S.A. 

Railway sidings (7% but N.E.S.A.) 

Aircraft (30% but N.E.S.A.) 

Books and surgical instruments are included in the definition 
of ‘plant’ and the general rate of 7% applies to them. 

Letters N.E.S.A. stand for “No extra shift allowance”. 

Illustrations 

(1) A firm whose accounting year ends on 31st December, 
purchased new machinery for Rs- 20,000 on 15th June 1959. This 
machinery was used double shift for 100 days in 1959 and triple¬ 
shift for 200 days in I960. 
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Work out the amount of development rebate and depreciation 
admissible for the assessment years 1960-61 and 1961-62 if the 
prescribed rate of depreciation is 10%. 


Assessment Year 1960-61 Rs- 

Development Rebate • 

25% of the cost of new machinery (Rs- 20,000) 5,000 


Depreciation * 

Normal depreciation at 10% on Rs. 20,000 for 6 months 1,000 

Extra shift allowance being 50% of one-third (100/300) 

of Rs. 2,000 normal depreciation for one year 333 


1,333 

Assessment Year 1961-62 

Depreciation ♦ 

Normal depreciation at 10% on Rs. 18,667 (W. D. V.) 1,866 

Extra shift allowance being 50% of two-thirds 

(200/300) of Rs. 1,866 622 


2,488 

The written-down value for the assessment year 1962-63 will 
be Rs. 18,667—Rs. 2,488= Rs. 16,179. 


(2) A cotton mill company had furnished the following parti¬ 
culars for its depreciation claim for the accounting year ended 31st 
December 1960 •— 


Buildings ' 

First class Factory W. D. V. 

Rs. 

Rate. 

on 1-1-1960 

Additions on 1-7-1960 

First class Non-factory 

1,00,000 

50,000 

5%• 

W- D. V. on 1-1-1960 

Plant and Machinery : 

W.D.V. on 1-1-1960 of machinery installed 

50,000 

2i% 

in 1956 

Additions (New) on 1-7-1960 

Additions (Second hand) on 1-7-1960 
Furniture : 

1,50,000 

1,00,000 

1,00,000 

10% 

W.D.V. on 1-1-1960 

Additions on 1-7-1960 

10,000 

5,000 

6%. 


Work out the amount of development rebate and depreciation 
allowance for the assessment year 1961-62 and also the W.D.V. as- 
on 1-1-1961. 
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Development Rebate : 25% on Rs. 1,00,000 being the 
cost of new machinery installed on 1-7-1960 
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Rs. 

25,000 


Depreciation Allowance 


Asset 

Normal 

W.D.V. 

on 

1-1-1961 

Buildings : 

5% on Rs. 1,00,000 

5% on Rs. 50,000 for 6 months 

2i% on Rs. 50,000 

Rs. 

5,000 

1,250 

1,250 

Rs. 

95,000 

48,750 

48,750 

Plant and Machinery : 

10% on Rs. 1,50.000 

10% on Rs. 1,00,000 for 6 months (New) ... 
10% on Rs- 1,00,000 for 6 ,, (Second hand) 

15,000 

5,000 

5,000 

1,35,000 

95,000 

95,000 

Furniture : 

6% on Rs. 10,000 

6% on Rs. 5,000 for 6 months 

600 

150 

9,400 

4,850 


33,250 

1 5,31,750 


1 ' 


(3) A paper merchant, whose accounting year ends on 3lst 
March, completed the construction of a new building for his business 
on 1st October 1957 at a cost of Rs. 20,000. The depreciation for 
the assessment year 1960-61 was unabsorbed to the extent of 
Rs- 500. 

Calculate the amount of depreciation allowance for the assess¬ 
ment year 1961-62, the rate of depreciation being 5%. 


Tax-year 

1958-59 Normal depreciation at 5% on Rs. 20,000 


Rs- 

for 6 months 

500 


Additional depreciation equal to normal 

500 

1,000 

1959-60 Normal depreciation at 5% on Rs. 19,900 



being wnten-down value 


950 

1960-61 Normal depreciation at 5% on Rs. 18050 



being wntten-down value 

903 


Less Unabsorbed depreciation c/f 

500' 

403 


2,353 
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1961-62 Normal depreciation at 5% Rs- 17,647 

being wntten-down value (Rs- 20,000— 

Rs. 2,353) 

Unabsorbed depreciation b/f from 1960-61 
Depreciation allowance for 1961-62 

(4) A person set up a new business on 31st July I960, and 
for this purpose he purchased machinery for Rs.20,000 from another 
person who was closing down his business and installed it in his 
own building, which was constructed at a cost of Rs- 10,000 in May 
1957. The prescribed rates of depreciation for machinery and 
tnnldings are 9% and 2j% respectively. His accounting year ends 
on 31st March- 

If in his assessment for 1961-62 the assessee claims deve¬ 
lopment rebate on machinery and depreciation on the cost of 
building and machinery, how would you allow the claim ? 


As the machinery installed by him is not new, he is not 
entitled to any development rebate in respect thereof. 

The depreciation allowance for the assessment year 1961-62 
will be as follows -— 

Rs. 

Building - 

Normal depreciation at 2$% on Rs. 9,040 (taken to be 
the cost of building as calculated below) for 8 
months 151 

Machinery - 

Normal depreciation at 9% on Rs. 20,000 for 8 

months 1,200 

Depreciation allowance for assessment year 1961-62 1,351 

Wheie a building previously owned by an assessee is brought 
into use for purposes of business after 28th February 1946, its 
written-down value is the actual cost to the assessee minus such 
depreciation as would have been allowable had the building been 
used all along for business purposes since the date of its acquisition. 
According to this provision, the written-down value of the building 
is calculated as follows — 

Rs. 

Original cqst in May 1957 10,000 

Less Depreciation allowable : 

Assessment year 1958-59 : 

Normal at 2\% on Rs. 10,000 for 10 months 208 
Additional equal to normal 208 

Assessment year 1959-60 : 

Normal at 2\% on Rs. 9,584 (W- D- V.) 239 


882 

500 

1,382 
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Assessment year 1960-61 : 

Normal at 2*% on Rs. 9,345 W. D. V.) 234 

Assessment year 1961-62 : 

Normal at 2\% on Rs. 9,111 (W- D. V.) for 

four months ^April-July 1960) 71 960 

Written-down value 9,040 

(5) An engineering company closes its books on 31st 
December. From the following information work out the amount 
of development rebate and depreciation allowance for the assess¬ 
ment year 1961-62 :— 

Buildings '■ Erected in 1951 costing Rs- 4,00,000. 

Additions on 1-1-1959 costing Rs. 1,50,000. 

Additions on 1-7-1960 costing Rs. 50,000. 

Depreciation actually allowed up to and including the 
assessment year 1960-61 Rs. 80,000. 

Rate of Depreciation : 5%. 

Machinery : Installed in 1951 costing Rs. 6,00,000. 

Additions oil 1-1-1959 costing Rs- 1,00,000. 

Additions on 1-7-1960 costing Rs- 2.00,000. 
Depreciation actually allowed up to and including the 
assessment year 1960-61 Rs. 1,60,000. 

Rate of depreciation : 10% 

In the year 1960 the machinery which was acquired 
E fore 1960 was used double shift for 100 days and 
triple shift for 20 days. 

Rs. 

Development Rebate : 

25% on Rs. 2,00,000 being cost of new 

machinery installed in 1960 50,000 

Depreciation : 

Buildings : 

Normal depreciation at 5% on Rs. 4,70,000 
(Rs. 5,50,000 - Rs- 80,000) being W.D-V. 
of buildings erected b fore 1960 23,500 

Normal d^-pr ciation at 5% on Rs. 50 000 
being cost of buildings added on 1-7-1960 

for 6 months 1,250 24,750 

Machinery : 

Normal depreciation at 10% on Rs-5,40,000 
(Rs. 7,00,000 - Rs. 1,60,600) being W-D.V- 
of machinery installed before 1960 

13 


54,000 
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Extra shift allowance being one-half of 
120/300 of Rs. 54,000 10,800 

Normal depreciation at 10% on Rs.2,00,000 
being cost of machinery installed on 

1-7-1960 for 6 months 10,000 74,800 


Depreciation allowance for assessment year 1961-62 99,55(> 


5. Balancing Depredation. Under section 10(2)(vii), 
where a building, machinery or plant used for business purposes is 
sold or discarded or demolished or destroyed, the excess of its 
written-down value (i. e., its cost less all depreciation actually 
allowed including any initial depreciation) over the sale price or 
scrap value (as the case may be) is allowed as balancing or terminal 
depreciation subject to the following conditions :— 

(a) That the amount of the loss is actually written off in the 
books of the assessee. 

(b) That, when any building, machinery, or plant is sold 
(whether during the continuance of the business or after the cessation 
thereof in the very accounting year in which the business is closed 
down), the excess of the sale price over the written-down value, to 
the extent of total depreciation allowed including any initial depre¬ 
ciation, will be deemed to be profits of the year in which the sale 
takes place, and such profits will be liable to tax known as a 
‘balancing charge 9 But any excess of the sale price over the cost of 
the asset sold will be a capital gain liable to tax. 

Compulsory acquisition of an asset by the Government cannot 
be regarded as a sale, and therefore there can be no balancing 
depreciation or a balancing charge. 

Where a building, machinery or plant has not been used at all 
at any time during the accounting year, there can be no balancing 
' depreciation or a balancing charge. 

(c) That any insurance, salvage or compensation moneys 
received will be treated as part of the sale proceeds or scrap value of 
the asset for the purpose of calculating the amount of balancing 
depreciation or taxable profits. 

( d ) That in the case of a building, machinery or plant not 
used wholly for purposes of business, only the proportionate amount 
of balancing depreciation or balancing charge will be taken into 
account. 

When a claim is made for the balancing depreciation on the 
ground of discard, it should be made in the year in which the asset 
is actually put out of use. But this will not prevent a further 
allowance being claimed for the loss on a later actual sale of the 
discarded asset. 
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Illustrations 

(l) Machinery, owned by a limited company whose accoun¬ 
ting year ends on 31st December, cost Rs- 50,000. It was discarded 
in September 1960, its scrap value being then estimated at Rs.10,000* 
The depreciation actually allowed in respect of this machinery up 
to and including the assessment year 1960-61 was Rs. 27,000- The 
discarded machinery was actually sold in May 1961 for Rs. 8,000. 

What is the amount of balancing depreciation in respect of 
this machinery and what would be the position if the discarded 
machinery were sold for Rs. 12,000 ? 


On the basis of the scrap value of Rs. 10,000, a balancing 
depreciation of Rs- 13,000 can be claimed in the assessment year 
1961-62 and on the basis of the sale price of Rs. 8,000, a further 
balancing allowance of Rs- 2,000 can be claimed in the assessment. 
year 1962-63. 

If the discarded machinery is actually sold for Rs- 12,000 
there is a taxable profit of Rs-2,000 for the assessm art year 1962-63 
because on the basis of the scrap value of Rs. 10,000 a balancing 
depreciation of Rs. 13,000 was claimed in the assessment year 
1961-62. 

(2/ Machinery cost Rs- 1,00,000- Its written-down value 
after taking initial depreciation into account is Rs. 40,000- What 
would be the position as regards balancing depreciation, if it were 
sold for Rs. 30,000, Rs- 40,000, Rs. 70,000, Rs- 1,00,000 or 
Rs. 1,20,000 ? 


(а) When sold for Rs. 30,000, there is a balancing deprecia¬ 

tion of Rs. 10,000 ? 

(б) When sold for Rs- 40,000, there is no balancing deprecia¬ 

tion and no taxable profit- 

(c) When sold for Rs- 70,000, there is no balancing deprecia¬ 

tion, but there is a taxable profit of Rs. 30,000. 

(d) When sold' for Rs- 1,00,000 th^re is no balancing depre¬ 

ciation, but there is a t^xabL profit of Rs- 60,000- 

(e) When sold for Rs. 1,20,000, there is no balancing depre¬ 

ciation, but there is a taxable profit of Rs. 60,000 and 

a taxable capital gain of Rs* 20,000. 

(3) Machinery cost Rs. 1,00,000. Its written-down value 
after taking initial depreciation into account is Rs. 40,000. It is 
insured and is d stroyed leaving a scrap value of Rs- 10,000- What 
Would be the position as regards balancing depreciation, if the 
insurance moneys received were Rs. 20,000, Rs. 30,000, Rs- 60,000, 
Rs. 90,000 and Rs. 1,10,000 ? 



196 


INCOME-TAX 


After adding the scrap value to the amount of insurance 
moneys received the position as regards balancing depreciation 
would be as follows ■— 

(a) When insurance moneys received are Rs- 20,000 there is 

a balancing depreciation of Rs. 10,000. 

(b) When insurance moneys received are Rs. 30,000, there is 

no balancing depreciation and no taxable profit. 

(c) When insurance moneys ^received are Rs. 60,000, there 

is no depreciation, but there is a taxable profit of 
Rs. 30,000. 

(d) When insurance moneys received are Rs. 90,000 there 

is no balancing depreciation, but there is a taxable 
profit of Rs. 60,000 . 

(e) When insurance moneys received are Rs. 1,10,000 there 

is no bilancing depreciation, but there is a taxable 
profit of Rs. 60,000 and a taxable capital gain of 
Rs. 20,000. 

(4) A company started business on 1st January 1957 with 
new machinery costing Rs. 3,50,000. It closes its accounts on 31st 
December. On 1st January 1960, a fire broke out in the factory 
and the machinery was destroyed. As the company had insured 
the machinery, it received a compensation of Rs. 1,50,000. Work 
out the profit or loss under section 10 (2)(vii) of the Income-Tax 
Act to be assessed or allowed in the 1961-62 assessment year, the 
rate o i depreciation being 10%. 


Tax year 

1958-59 Cost of Machinery 

Normal depreciation 
Additional depreciation 


Rs. Rs. 
3,50,000 

35,000 

35,000 70,000 


1959-60 Written-down value 
Normal depreciation 


2,80,000 

28,000 


1960-61 Written-down value 
Normal depreciation 


2,52,000 

25,200 


1961-62 Written-down value 

Insurance money received 


2,26,800 

1,50,000 


Balancing or terminal depreciation u/s I0(2)(vii) 76,800 


(5) The accounting year of a cotton mill company ended on 
31st December, and the following are the details of its depreciable 
assets :— 
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Assets 



W.D.V. ’Additions' 
on in 

1-1-1960 1960 

Depreci¬ 

ation 

Rate 

Mill Buildings (1st class) 



Rs. Rs. 

15,47,380 

5% 

Godown (2nd class) 



2,15,740 

5% 

Mill Machinery 


... 

33,17,605 4,45,970 

10% 

Motor Trucks 


... 

i 45,700 

25% 

F urniture 


... 

' 25,170 

0% 


One godown whose (written-down value on 1-1-1960 was 
Rs. 1,15,600) was completely destroyed by fire in May 1960 and 
Rs. 1,00,000 was received Irom the insurance company in respect 
thereof. 

Work out the amount cf development rebate and depreciation 
allowable for the assessment year 1961-62, assuming that additional 
machinery was installed on 30th June 1900. 


Rs. 

1 Development Rebate : 25% on Rs. 4,45,970 being 

cost of new machinery installed in 1960 1,11,492 

2. Depreciation as calculated below 4,64,978 

Allowance for 1961-62 5,76,470 


Mill Buildings : Normal depreciation at 5% on 
Rs. 15,47,380. 77,369 

Godowns in existence on 31-12-1960 : Normal depre¬ 
ciation at 5% on Rs. 1,00,140 (Rs. 2,15,740-Rs. 1,15,600) 5,007 

Godown destroyed : Balancing depreciation (Rs. 1,15,600- 
Rs. 1,00,000) 15,600 

Mill Machinery : 

Normal depreciation at 10% on Rs. 33,17,695 3,31,769 

Normal depreciation at 10% on Rs. 2,45,970 for 6 months 22,298 
Motor J rucks : Normal depreciation at 25% on Rs. 45,700 11,425 

Furniture : Normal depreciation at 6% on Rs. 25,170 1,510 

Total depreciation allowable 4,64,978 


(b) The partners of a firm formed themselves into a private 
limited company, the shares allotted to each of them in the company 
being in the same proportion as the shares they held in the firm, 
rhe assets of the firm having the written-down value of Rs.3,81,848 
were transferred to the company at the original cost of Rs. 4,85,354. 
Is the difference between the original cost and the written-down 
value liable to tax in the assessment of the firm ? 



198 


INCOME-TAX 


As the transfer of the assets of the firm to the company is 
substantially and really a readjustment made by the members to 
enable them to carry on their business as a company rather than as 
a firm and no profit in the commercial sense is made thereby, 
the transfer of the assets of the firm to the company is not 
a sale, hurther, although for the purposes of the books of the 
firm and the company the price of the assets may have been fixed 
at Rs- 4,85,354, the written-down value of the assets continues to 
be Rs. 3,81,848, on which value alone depreciation is allowable to 
the company. 

In all transactions which come up for consideration in a taxing 
statute, the court has to look not at the legal form which the 
transaction lias but To the real nature of the transaction- Therefore 
Rs. 1,03,506 is not liable to tax in the hands of the firm under 
section lOUHvii). The basic idea underlying this section is that 
the vendor has made profit bv the transfer of his assets 
(34 I.T.R. 336). 


(7) A limited company established on 1-4-1060 a new 
industry for the manufacture of paper to which section 15C applies 
and closed its accounts on 31-3-1001. The capital employed in the 
undertaking lias b‘en computed at Rs- 4 lakhs. The cost of the 
new machinery is Rs- 2 lakhs, of new furniture Rs- 1 0,000 and of 
new building (1st class) Rs- 1 lakh. The company also purchased 
a second-hand motor car for Rs. 10,000 and new typewriters and 
other office appliances at a cost of Rs- 5,000. The factory worked 
triple shift throughout the year- 

The profit of the year 1960-61, without allowing depreciation 
and development rebate, comes to Rs- 2 lakhs. 

Ascertain the tax liability of the company for the assessment 
year 1961-62. 


Rs» 

Profit before allowing depreciation and 
development rebate 2,00,000 

Less Development rebate oil Rs- 2,00,000 

at 25% 50,000 


1,50,000 

Less Depreciation : 

Machinery at 10% on Rs. 2,00,000 20,000 

Buildings at 5% on Rs. 1,00,000 
(buildings assumed to be factory 
buildings) 5,000 

Furniture at 6% on Rs- 10,000 600 

Motor car at 20% on Rs. 10,000 2,000 
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Typewriters and other office appli- 
cances at 15% on Rs. 5,000 750 

Extra shift allowance being 5% of 
the normal depreciation of 

machinery 10,000 38,350 


Total Income of the company 1,11,650 

Less Amount of profits exempt under 
section 15C (being 6 per cent per 
annum of Rs- 4,00,000 capital 

employed) 24,000 

Taxable Income of the company 87,650 


(8) The information given below relates to a company in 
respect of the assessment year 1961-62, the previous year being the 
year ended 31st December 1960 ;— 


(a) 

Buildings (non-factory) 1st Class 

Rs. 


W-D.V. b/t 

50,000 (2|%) 

(b) 

Buildings (lactory) 1st Class 



W-D.V. b/f 

1,00,000 (5%) 


New addition on 1-10-1960 

20,000 

(c) 

Plant and Machinery W-D.V. b/f 

40,000 (10%) 


Additions (new and installed 



on 15-8-1960) 

10,000 


Additions (second'hand) on 
1-10-1960 

Sales (the sale was made on 


5,000 


1-7-1960 and the item sold 
was in use till then, its 
W. 1). V. b/f being Rs.6,500 
and an initial depreciation of 
Rs- 2,000 had also been 
allowed on it) 

(d) Furniture W-D.V- b/f 


18,000 
4,000 (6%) 


The percentages given in brackets are the prescribed rates of 
depreciation allowable. Calculate— 

(i) The normal and extra shift (double shift being worked 
for 100 days) depreciation and the W. D. V. to be 
carried forward ; 


(ii) The profit or loss under section l0(2)(vii) ; and 

(iii) The development rebate due. 
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Normal 

Extra 

Shift 

W.D.V 

c/f 

Depreciation : 





Rs- 

Rs- 

Rs, 

(a) Non-factory Building 2i% on 

Rs. 50,000 

1,250 


48,750 

(b) Factory Building : 




5% on Rs. 1,00,000 

5,000 


95,000 

5% on Rs. 20,000 for three months 

250 


19,750 

(c) Plant and Machinery : 

10% on Rs- 33,500 (Rs. 40,000 
minus the W-D V. of item sold 




Rs. 6,500) 

3,350 

558 

29,592 

10% on Rs- 10,000 for 4 months 

333 

55 

9,612 

10% on Rs- 5,000 for 3 months 

125 

21 

4,854 

(d) Furniture 6% on Rs. 4,000 

; 240 


3,760 


Note. Extra shift allowance on machinery added during the 
year has been calculated on the assumption that such machinery 
worked double shift for one-third of the period of their use- 


Profit or loss under section 10 (Z) (uii) : 

R s. 

Sale price of machinery sold 18,000 

Less Written-down value after taking into 
account the initial depreciation of 
Rs- 2,000 4,500 

Difference between the sale price and W-D-V- 13,500 


Original cost (5 times the initial depreciation) 10,000 

Less Written-down value 4,500 

Difference between the original cost and W-D.V- 5,500 


As the difference between the sale price and the W.D.V. 
(Rs. 13,500) exceeds the difference between the original cost and 
the W.D-V-, the profit under section 10(2)(viL) is limited to 
Rs. 5,500. The profit taxable under section l0(2)(vii) is therefore 
Rs. 5,500. Rs- 8,000 (Rs- 13,500 - Rs. 5,500) is capital gain liable 
to tax under section 12B. 

Development Rebate Due : 

The amount of development rebate due is Rs. 2,500, being 
25% of Rs. 10,000 the cost of new machinery added during the 
year. 





CHAPTER 13 


SET-OFF AND CARRY-FORWARD OF LOSSES 


Set-off of Losses, Income-tax is only one tax and there are not 
as many taxes as there are heads of income. Therefore under 
section 24(1), a loss (not being a capital loss) sustained by an 
assessec under any head of income can be set off against his income 
under another head in the same year, subject to the following 
provisions :— 

(1) Where the loss sustained is a loss falling under the head 
“capital gains”, such loss can be set off only against the profits fall¬ 
ing under that head. 

(2) In computing the profits of a business, profession or 
vocation, losses in speculative business can be set off only against 
similar profits. The meaning of speculative business has already 
been explained in a previous chapter dealing with business profits. 

While this section provides that speculative business losses can 
be allowed only against similar profits, it does not say that loss in 
any other non-speculative business shall not be allowed against 
profits in speculative business where the losses and the profits 
pertain to the same assessment year. This means that a loss in a 
non-speculitive business can be set off against the profit of a 
speculative business in the same year. 

(3) Where the assessee is an unregistered firm, that firm and 
that firm alone can set off a loss incurred by it under one head, 
income against its income under another head in the same year, but 
no individual partner has the right to set off his share of the firm’s 
loss against his own income of the same year. 

( 4 ) Where the assessee is a registered firm, a loss incurred by 
it under one head of income is to be set off against its income under 
another head in the same year. Any loss which cannot be so set off 
should be apportioned among the partners, and each partner may 
set his share of the loss against his income of the same year under 
any head. 

(5) Where an unregistered firm has been dealt with under 
section 23(5)(b), i. e., where the unregistered firm itself is not taxed, 
but each individual partner’s shares of the firm’s income is assessed 
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in his own hands, a loss incurred by the unregistered firm can be set 
off like a registered firm. 

The assessment of registered and unregistered firms is explained 
in full in a subsequent chapter. 

It must be noted that section 24(1) applies only to set-off of 
losses under one head against income under any other head men¬ 
tioned in section 6. Should there be two or more sources of income 
under the same head (e. g., two separate business) and the net 
result of one source be a loss, then that loss can be set off against 
income from another source under the same head. This is allowed 
because income under each head is computed by adding together the 
income from various sources which fall under the same head. For 
instance, if an assessee carries on a business as well as a profession, 
he is entitled, under section KJ, to set off his loss in business against 
his income from profession, the business and the profession being 
two sources of income under the same head. 

When a person, who is an ordinary resident in India, carries on 
business in India, and is also a partner in a firm carrying on 
business outside India, he is entitled to have the loss incurred by 
him as a partner of that firm deducted from his income under the 
head “business’’ in India in computing the total income under the 
head “business” even though the firm is a non-resident and the 
income of the firm as such is not liable to be assessed to income-tax 
under the Indian Income-Tax Act. The share income of a partner 
of a firm falls under the head “profits and gains of business” referred 
to in section 10 and is not “income from other sources” falling 
under section 12 and a loss incurred by an assessee as a partner in 
a firm must, therefore, be deducted in computing his total income 
under the head “business”. The fact that a firm is a separate unit 
for purposes of assessment to income-tax does not in any way 
deprive a partner to have such losses set off, nor is there anything 
in section 16(1) or section 24 which militates against this view 
(31 1 . T. R. 61). 

Mode of Set-off. Section 24(1) does not lay down any parti¬ 
cular mode or order of setting off loss under one head against income 
under another head and, in the absence of any statutory provision to 
the contrary, one must follow the rule of carrying out the set-off in a 
manner most beneficial to the assessee (30 I. T. R. 828). 

Thus, loss under one head must be set off against profits under 
another head which are directly liable to be taxed in the hands of the 
assessee instead of against profits which, though includible in the 
total income, are not directly chargeable in his hands, e. g., share of 
income from an unregistered firm taxed at source. After so setting 
off, if there remains a loss under any head and profits, taxed at 
source, under any other head, then the said loss has to be set off 
against the said profit for the purpose of computing the total income 
of the previous year. 
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Carry-forward of Business Losses. 

If a business loss cannot be set off under section 24(1), because 
of the absence or inadequacy of income of the same year under any 
other head, it may, under section 24 (2), be carried forward and set 
off against the business income of a subsequent year. The right of 
carry-forward of loss is subject to the following provisions, namely:- 

(1) The loss must be that of a business, profession or vocation. 

(2) No loss can be carried forward for more than 8 years. 
A loss arising in any previous year relevant to the assessment years 
1944-45 to 1948-49 can be carried forward for only six years. 

(3) It may be carried forward and set off against the profits 
of a subsequent year from any business, profession or vocation, and 
not necessarily the same business, profession or vocation as that in 
which the loss was incurred. This rule is, however, subject to two 
exceptions :— 

(a) A loss in a speculative business can be carried forward 

and set off against the profits of a speculative business 
only. But a loss of a non-speculative business brought 
forward can be set off against the profit of a speculative 
business so long as the non-speculative business is. 
carried on in the following year. 

Moreover, section 24(2) does not require that the loss in 
speculative business in one commodity, brought forward, 
must be set off against similar loss in the same commo¬ 
dity, or that speculative transactions in the same 
commodity must be carried on in the following year. 

(b) A loss arising in any of the previous years relevant to 

the assessment years 1939-40 to 1948-49 can be carried 
forward and set off only against the profits of the same 
business, profession or vocation as that in which the 
loss was incurred. 

(4) The business, profession or vocation in which the loss 
was originally sustained must continue to be carried on by the 
assessee in the year in which the c:irried-forward loss is sought to 
be set off, the only exception to this rule being the case of a specula¬ 
tive loss. 

(5) Apart from the head ‘ ‘Business, Profession or Vocation”, 
“Capital Gains” is the only other head a loss under which can be 
carried forward. But in the case of assessees (other than companies) 
such a loss cannot be carried forward if it does not exceed Rs. 5,01)0. 
A carried-forward loss under the head “Capital Gains” can be set 
off only against capital gains of a subsequent year and not against 
income under any other head. 

(6) The loss can be carried forward and set off only against 
the profits of the assessee who incurred the loss. In other words, 



204 


INCOME-TAX 


the person who incurred the loss alone has the right to carry forward 
the same, and a successor in business cannot claim to carry forward 
the loss incurred by his predecessor in business. 

(7) The loss must have been incurred in or after the assessee’s 
previous year relevant to the assessment year 1939-40. The right 
of carry-forward was given for the first time by the Amendment Act 
of 1939, which gave no right of carry-forward in respect of losses 
relating to past assessment years. 

If an individual is a partner in a registered firm and also in 
another unregistered firm, and the registered firm makes a Joss and 
the unregistered firm makes a profit, the partner cannot be required 
to set off his share of the registered firm’s loss against his share of 
the unregistered firm’s profits on which the tax has already been 
paid by the firm, because such share of the unregistered firm’s 
profits is not taxable in the partners hands and the set-off would 
deprive him of the right to set off his share of the registered firm’s 
loss against his other taxable income or to carry forward the loss. 
Conversely, if tlie registered firm makes a profit and tlie unregistered 
firm makes a loss, the unregistered firm would be entitled to carry 
forward the loss and the common partner would be assessed on his 
share of the registered firm’s profits without taking into account his 
share of the unregistered firm’s loss. 

Unabsorbed Depreciation. Where unabsorbed depreciation is 
also in existence, the business loss carried forward must be set off 
in priority to the setting off of such unabsorbed depreciation because 
unabsorbed depreciation can be carried forward indefinitely. But 
this provision applies only when there are both unabsorbed deprecia¬ 
tion allowance and also carricd-forv\ ard loss of a past year. How¬ 
ever, if there is only a carried-forward loss from an earlier year, the 
current depreciation for the relevant accounting year should first be 
deducted from the business profits, and it is only if there is a balance 
of profit left that the carried-forward loss should be set off against 
it (33 I. T. R. 367). 

Losses incurred by Firms. With regard to losses of unregistered 
and registered firms, the same provisions operate for the carry¬ 
forward and set-off under section 24(2) as for the set-off of losses,, 
under section 24(1). 


Illustrations 

(1) An assessee, who was a partner in a firm, borrowed 
Rs« 2,50,000 from the firm to purchase shares in a company. During 
the relevant accounting year he did not receive any dividends, but 
had to pay Rs. 6,688 as interest on the money borrowed. Is the 
interest paid deductible expenditure under section 12(2) and .can it 
be set off under section 24(1) against his other income ? 
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The interst paid on money borrowed to purchase shares is an 
admissible deduction under section 12(2) It does not require the 
presence of a receipt on the credit side to justify the deduction 
as an expense. The Income-Tax Officer must compute, if necessary, 
the loss under the head mentioned in section 12 so as to set off 
the loss against any other income of the assessee under section 
24(1) 


(2) From the following particulars furnished by an assessee, 
determine the assessable profits or the loss to be carried forward, as 
the case may be, for the assessment year 1961-62 :— 


(1) 

Loss for 1954-55 carried forward 

Rs. 

2 ,00,000 

(2) 

Loss for 1955-56 carried forward 

30,000 


Depreciation allowance for 1955-56 carried 
forward 

10,000 

(3) 

Loss for 1956-57 carried forward 

20,000 


Depreciation allowance for 1956-57 carried 
forward 

10,000 

(4) 

Loss for 1957-58 carried forward 

10,000 


Depreciation allowance for 1957-58 carried 
forward 

5,0000 

(5) 

Loss for 1958-59 carried forward 

10,000 


Depreciation allowance for 1958-59 carried 
forward 

5,000 

(6) 

Profit for 1959-1960 

30,000 

(7) 

Depreciation due for 1959-60 

10,000 

Profit for 1960-61 

1 ,00,000 


Depreciation due for 1960-61 

20,000 

(8) 

Profit for 1951-62 

2 ,20,000 


Depreciation due for 1961-62 

20 ,0.00 


Assessment Unabsorbed 


year 



Loss Depreciation 




Rs. 

Rs. 

1954-55 

Amount 

carried forward 

2 ,00,000 

— 

1955-56 


do. 

300,000 

10,000 

1956-57 


do. 

20,000 

10,000 

1957-58 


do. 

10,000 

5,000 

1958-59 


do. 

10,000 

5,000 

1959-60 

Profit 


30,000 



Less 

Depreciation due 

10,000 



20,000 

Loss of 1954-55 set off, 
leaving Rs. 1,80,000 c/f 
with losses for other 
years 20,000 
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1960-61 Profit 1,00,000 

Lesb Depreciation due ‘ 20,000 

80,000 

Loss of 1954-55 set, off, 
leaving Rs- 1,00,000 c/f 
with losses for other 


years 

80,000 

1961-62 Profit 

2 ,20,000 

Less Depreciation due 

20,000 


2,00 000 

Losses of 1954-55 to 


1958-59 set off 

1,70,000 


30,000 

Unabsorbed deprecia¬ 
tion of 1955-56 to 


1958-59 set off 

30,000 


Nil 

Thus there is “Nil” income for the assessment year 1961—62 

nor is there any loss or unabsorbed 

depreciation carried forward* 

(3) An Income-Tax Officer 

determines the income of an 

assessee in the following manner - — 

Rs. 

Interest on Securities taxed 

10,000 

Interest on tax-free Securities 

5,000 

Business loss 

7,000 2,000 (Loss) 


Total Income 8,000 


The assessee, on the other hand, claims that the loss of Rs- 
7,000 should be set off against the interest on taxed securities and 
income determined as under : 

Rs. 

Interest on Securities taxed 10,000 

Less Business loss _7,000 3,000 

Interest on tax-lree Securities 5,000 

Total Income 8,000 

Is the assessee's claim admissible ? Give reasons- 
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The assessee’s claim is correct. Section 24(1) does not indicate 
that a particular mode of set-off should be followed In the absence 
of any such indication, the general rule to be followed in all fiscal 
enactments is that, where words used are neutral in import, a cons¬ 
truction most beneficial to the assessec should be adopted. There¬ 
fore, the mode of set-off claimed by the assesses should prevail. 


(4) The assessment of X for the year 1960-61 showed a loss 
of Rs. 20,000 under cloth business to be carried forward and the 
unabsorbed depreciation of Rs. 10,000. 

For the assessment year 1961-62, his income was computed as 
under :— 


Property 
Cloth Business : 

Profit before allowing depreciation 
Less Depreciation for 1961-62 
Unabsorbed depreciation b/f 
from 1960-61 

Net loss under business 


Rs. 

Rs. 

Rs. 

5,000 


20,000 


15,000 



10,000 

25,000 

5,000 

Total Income 

— 


Business loss of 196o-6l to be carried forward=Rs. 20,000. 
Discuss whether the above computation is correct. 


In this case both business loss and unabsorbed depreciation 
are carried forward from the assessment year 1960-61. According 
to the proviso to section 24(2), it is the loss carried forward which 
is to be given effect to first in preference to the unabsorbed depre¬ 
ciation. The computation given is not, therefore, correct. It should 
be as follows :— 



Rs. 

Rs. 

Property 


5,000 

Cloth Business : 

Profit before allowing depreciation 

20,000 


Less Depreciation for 1961-62 

15,000 

5,000 


Less Loss brought forward from 1960-61 
set off to the extent of available 

profits 

5,000 

Nil 

Total Income 


5,000 


Business loss of 1960—61 to be carried forward=Rs. 15,000. 
Unabsorbed depreciation to be carried forward^Rs. 10,000. 



208 


INCOME-TAX 


(5) An assessee, whose previous year is the calendar year, is 
being assessed for 1960-61 and 1961-62. He is resident and 
ordinarily resident in India. The Income-Tax Officer has deter- 
mined the following figures :— 


For previous year 1959 

Rs. 

Gold speculation business (discontinued in 1959) loss 2,000 

Cloth business loss 7,000 

Oil Mill business profit (subject to depreciation of 
Rs. 6,000 for the year) 5,000 

One-half share of profits from an unregistered firm 
(taxed at source) 5,500 

Interest on Securities (gross) 1 500 

For previous year 1960 

Rs. 

Cotton speculation business (newly started in I960) 
profit 10,000 

Cloth business loss 2,000 

Oil Mill business profit (subject to depreciation of 
Rs. 5,500 for the year) 3,200 

One-half share of profits from an unregistered firm 
(taxed at source) 20,000 

Profit from a business adventure in London not 
brought to India 7,000 

Income from undisclosed source 4,000 


Compute the total income of the assessee for the assessment 
years 1960-61 and 1961-62. 


Assessment year 1960-61 



Rs. 

Rs. 

Oil mill business profit 

5,000 


Less Depreciation to the extent of 
profits (Rs. 1,000 remaining to 

be set off) 

5,000 

Nil 

Loss in cloth business 

7,000 


Share of profit from unregistered firm 

5,500 

-1,500 

Interest on Securities (gross) 

1,500 


Less Balance of depreciation of oil 

mill business 

1,000 

500 

Net Result Loss 


1,000 


The cloth business loss of Rs. 1,000 will be carried forward 
for future set-off. 
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Assessment year 1961-62 : 


Speculation business profit : 

Rs. Ks. 

Profit in cotton speculation 

Less Gold speculation loss b/f from 

10,000 

1960-01 

Less Cloth business loss b/f from 

2,000 

8,000 

1960-61 

1,000 7,000 

Oil Mill business profit 

Less Depreciation to the extent of 
profits (Rs. 2,300 remaining to 

3,200 

be set off) 

3,200 

Nil 


Foreign income from business 7,000 
Less Cloth business loss 2,000 



5,000 

Less Balance of oil mill 

depreciation 2,300 

2,700 


Share of profits from unregis¬ 
tered firm 

20,000 

22,700 

Income from undisclosed source. 


4,000 

Total Income 

33,700 


Change in Constitution or Succession The broad principle 
underlying section 24(2) is that the right of carry-forward and set¬ 
off of losses is available only to the person who has suffered the 
loss and to no one else. Therefore proviso (e) to section 24(2) lays 
down as follows :— 

(a) Where a change has occurred in the constitution of a 
firm, the firm is not entitled to carry forward and set off against its 
own profits of a subsequent year so much of its loss as is proportio¬ 
nate to the share of a retired or deceased partner* nor is any partner 
entitled to carry forward and set-off against his own share of profits 
any other partner’s share of the loss. 

(b) Where a person carrying on any business, profession or 
vocation is succeeded in such capacity by any other person, the 
successor has no right to carry forward and set off any loss incurred 
bjy his predecessor, the general principle being that the successor in 
lousiness must be treated as if he had commenced or set up a new 

14 
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business. The only exception to this general rule is the case where 
the succession is by inheritance. The heir would be entitled to carry 
forward the business loss incurred \>y the previous owner. 

Order notifying amount of loss : When After sctting'Dff a loss 
under one head against income under another head there is a loss 
which the assessee is entitled to carry forward, it is the duty of the 
Income-Tax Officer, under section 24(3), to notify to the assessee by 
an order in writing the amount of such loss. This is to obviate any 
dispute in future regarding the quantum of the loss. 

The order contemplated by section 24(3) can be passed only in 
the course of the assessment of the total income of any assessee i.e., 
in the course of assessment proceedings under section 23. If at the 
time of making the assessment the Income-Tax Officer fails to pass 
an order notifying the loss, that would not defeat the assessee’s right 
to carry forward the loss and set it off against the profits of a 
subsequent year (25 I. T. R. 90). But an assessee would not be 
entitled to carry forward a loss unless he has filed a return in res¬ 
ponse to an individual notice under section 22(2) or voluntarily 
under section 22(2A), 


Illustrations 

. (l) If a registered firm consisting of A, B and C is reconstitu¬ 

ted, A retiring, and D coming into the partnership, A by leaving the 
firm forfeits the right to carry forward his share of the loss made 
by the old firm, although A’s right to set-oti this loss against his 
other income in the same year remains unaffected. 

Again, B, C and D do not inherit this loss and cannot claim 
to set off against their shares of the future profits the share of loss 
incurred by A. Of course B can carry forward his own share of the 
loss made by the old firm and C can also carry forward his share. 

(2) A, B and C are equal partners in an unregistered firm, 
which has made a loss of Rs. 15,000. If A dies or retires, the firm 
of B and C as reconstituted can carry forward only Rs. 10,000 and 
not Rs. 15,000, because Rs. 5000 is the loss o A, who has gone out 
of the firm- 

(3) A jute mill company, whose accounting year ends on 31st 
December, purchased on 1st January 1959 new machinery for 
Rs. 50,000, on wh A ch the allowable rate of depreciation is 9%. 

This machinery was used double shift throughout since its 
acquisition except for 60 days in I960 when it was used triple shift. 

Work out the amount of depreciation allowance for the 
assessment years 1960-61 and 1961-62 assuming that depreciation 
to the extent of Rs. 3,000 could not be claimed in the assessment 
year 1960-61. f . 

How would the compary's assessment for 1961-62 and 1962-63 
be affected if its accounts showed a prefit of only Rs. 5,000 for 1960 
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and a loss of Rs. 5,000 for 1961 before deducting any depreciation 
allowance ? 


Assessment year 1960-61 

Development rebate at 25% on Rs. 50,000 

Depreciation 

Normal depreciation on Rs. 50,000 at 9% 
Extira shift allowan e (half of normal) 


Less Unabsorb d depreciation 

Depreciation allowance for assessment year 1960-61 

Assessment year 1961-62 * 

Depreciation • 

Normal depreciation at 9% on W.D.V. of Rs.46,250 ... 
Extra shift allowance (half of normal) 


Add Unabsorbed depreciation b/f from 1960-61 (if 
profits permit) 

Depreciation allowance for assessment year 1961-62 

If the profits of the company for the year 1060 amount to 
Rs. 5,000 only before allowing any depreciation, then Rs. 1,243 
would be the amount of unabsorbed depreciation for the assessment 
year 1961-62 which along with Rs. 3,000 the unabsorbed deprecia¬ 
tion of 1%0-Gl would be carried forward indefinitely. 

Again, if the accounts of the company showed a loss of 
Rs. 5,000 for the year 1961 before allowing any depreciation, then 
this loss would be carried forward for stt-oft against tnc future 
profits of the company for 8 years. At the same time, the existing 
uaabsorbed d predation of Rs, 3,000 for 1900-61 and of Rs. 1,243 
for 1961-62 together with that for the assessment, year 1962-03 
would be earn d forward indefinitely to b allowed out of future 
^ profits of the company* 


Rs. 

12,500 


4,500 

2,250 

6,750" 

3,000 

3,750 


4,162 

2,081 

6,243 


3,000 

9,243 



CHAPTER 14 


TOTAL INCOME AND TOTAL WORLD INCOME 


The method of computing the taxable income under the various 
heads has been explained in the preceding chapters, and the method 
of computing the total income and the total vs orld income of an 
assessee will be considered in this chapter. 

Total Income. According to section 2(15), the total income 
of an assessee means the total amount of income for which he is 
chargeable on the basis of his residence, and which has been com¬ 
puted in the manner laid down in sections 7, 8, 9, 10, i2> 12B, 16, 
44D, 44E, and 44F. Subject to the provisions of the Act, Section 3 
and 55 charge the total income of an assessee to income-tax and 
super-tax respectively. 

Total World Income. According to section 2(15), the total 
world income of an assessee means all income wherever arising 
except income which is excluded from his total income tinder the 
provisions of section 4(3) and except any capital gain which is not 
includible in the total income of an assessee. The following items 
of income, which are excluded from total income, would neverthe¬ 
less be included in total world income :— 

(a) Under section 14(1), any sum received by a person in his 

or her capacity as a member of a Hindu undivided 
family out of the income of the family or out of the 
income of the holder of an impartible estate. 

(b) Under section 25(4), a partner’s share of the profits of a 

firm, to which there has been a succession and which 
was assessed under the Income-Tax Act of 1918. 

The computation of total world income is required only in the 
case of non-residents, whose rate of tax on total income may be 
determined by reference to their world income. 

Total Income for Income-Tax and Super-Tax. As a genera] 
rule, super-tax is levied on the total income as determined for 
income-tax purposes, but in the following cases the total income 
for super-tax purposes is different from the total income for income- 
tax :— 

(a) Where an unregistered firm or other association of persons 
is itself assessed to super-tax, the share of profits of a 
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member of such firm or association is excluded from the 
total income for such super-tax purposes. 

(b) In the case of discontinuance of or succession to business 

which had been taxed under the 1918 Act, the profits 
of the year of discontinuance or succession may be 
exempt from income-tax, but such profits may be 
chargeable to super-tax as explained in a subsequent 
chapter. 

(c) In the case of nDn-company assessees, no super-tax is 

payable on capital gains. If the total income includes 
any capital gains, the total income for super-tax pur¬ 
poses will be minus the capital gains. 

(d) In the case of companies, no super-tax is payable on 

dividends received from an Indian company to which 
section 56A applies. If the total income includes any 
such dividend, the total income for super-tax purposes 
will be minus such dividend. 

Computation of Total Income 

Sections 16, 44D, 44E and 44F provide that the following 
incomes shall be included in the total income of an assessee :— 

1. Exempted Income : 

Under section 16 (I) (a), the following exempted incomes are 
to be included in the total income of an assessee *.— 

(а) Sums deducted by Government from the salary of a 

Government servant for securing to him a deferred 
annuity or for making provisions for his wife or children, 
not exceeding one-fifth of his salary. 

(б) Interest received from tax-free government securities. 

(c) Share of profits from an unregistered firm or other associa¬ 

tion of persons on which tax has already been paid by 
the firm or the association. 

(d) A partner of a registered firm, whose total income exceeds 

Rs. 40,000, is entitled to a rebate of income-tax at his 
personal rate on his share of the income-tax paid by the 
firm. Each partner’s share of the income-tax paid by 
the firm is calculated according to his profit-sharing 
ratio. This exempted amount is to be included in the 
total income of the partner. * 

(e) Exempted income of a cooperative society. 

(J) Dividend received from a cooperative society by a member 
of the society. 
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(g) Income derived from letting godovvns or warehouses by an 

authority constituted under any law for marketing of 
commodities. 

(h) Exempted amounts in respect of life insurance premium 

and provident fund contributions. 

(t) Charitable donations entilled to exemption. 

(j) Exempted profits of new industrial undertakings. 

It was laid down in C./.T. v . NJVf. Ra>ji that if any sum is 
exempted from tax, it should be excluded from the computation of 
total income, unless there is some other provision in the Act which 
requires that such exempted income should be included in the 
assessee’s total income. In that case it was held that a partner’s 
share in the profits of a firm, which was assessed under the Income- 
Tax Act of 1918 and which has been succeeded, could not and did 
not form part of his total income, when such profits are exempt 
from tax under section 25(4). 

2. Share of Firm’s Income or Loss : 

Where the a$sessee is a partner in a firm, his share of the 
firm’s profit or loss is taken, for the purpose of computing his total 
income, to be salary, interest, commission or other remuneration 
payable to him by the firm, increased or decreased respectively by 
his share in the balance of the profit or loss of the firm. The method 
of allocating the firm’s profits or loss among its partners is illus¬ 
trated in a later chapter dealing with the assessment of firms. 

3. Settlements : 

As a general rule, when a person transfers to another his pro¬ 
perty or the income of such property, the transferee is regarded as 
the owner of the income, but by virtue of section 16(1) (c) and 
section 16(3) and in the circumstances stated therein the transferor 
is regarded as the owner of the income and is taxed thereon. Section 
16(1 )(c) deals with transfers to whomsoever made, but section 16(3) 
deals with transfers to a wife or a minor natural child or for their 
benefit. 

A settlement is a transfer of some asset or its income or both. 
It includes any disposition, trust, covenant, agreement or an arrange¬ 
ment made for the purpose, and the term settlor includes all persons 
by whom a settlement or disposition is made. It is immaterial that 
the assessee along with another, his wife for instance, happens to be 
joint settlors. 

The provisions of section 16 1) (c) and section 16(3) apply only 
when there is a transfer in law. In the case of immovable property, 
the document of transfer must be in writing and registered, whereas 
in the case of movable property there must be an appropriate transfer 
of ownership according to the nature of property transferred. If 
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the assets to be transferred is a sum of money, the amount should 
be set apart and appropriated for the purpose. A mere intention 
to transfer is not enough ; there must’be an actual transfer. In the 
absence of a legal and complete transfer, the transferor would 
continue to be the owner. 

The ownership is deemed to be sufficiently transferred for the 
purpose of section 16, when there is either a direct transfer to the 
beneficiary or a trust is created for the purpose. It is not necessary 
that the trustee should be a stranger. The settlor himself may be a 
trustee. 

In connection with the computation of total income, the effects 
of section 16(l)(c) are as follows :— 

(a) If a person makes a settlement of income upon another 
(whether such settlement is revocable or not) and the assets whose 
income is so settled remain the property of the settlor, then such 
income is deemed to be the income of the settlor and is included in 
his total income. 

(b) If a person makes a revocable transfer of assets to another 
then the income of such assets is deemed to be the income of the 
settlor and is included in his total income. 

4 A settlement is deemed to be revocable when it contains any 
provisions for the direct or indirect retransfer of the income or 
assets to the settlor or in any way gives the settlor a right to reassume 
power directly or indirectly over the income or assets. 

There is, however, one exception to the above two rules, namely, 
income arising by virtue of any settlement of income or assets, which 
is not revocable for a period exceeding six years or during the 
lifetime of the beneficiary, and from which income the settlor derives 
no direct or indirect benefit, is not deemed to be the income of 
the settlor. 

Where a husband made an irrevocable covenant to pay the 
income accruing on Rs. 20,000 to his wife for her life, the husband 
himself doing business with this capital, it was held that the covenant 
was a settlement and the income trom Rs. 20,000 would not be 
treated as the husband’s income, because the husband did not derive 
any benefit from the income Of course, there was no transfer 
of any assets to the wife. If there had been any transfer of assets 
to the wife, the settlement would have been caught by section 16 
(3) (a), which is explained later on in this chapter. 

(c) When a transfer of assets has been made and that transfer 
has been made irrevocable, the income derived from such assets will 
be the income of the transferee except when such a transfer has been 
made to the a^sessse's wife or minor child. 

4. Benami Transactions : 

The word ‘benami’ is used to denote two classes of transactions 
which differ from each other in their legal character and incidents. 
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In one sense, it signifies a transaction which is real, as for example, 
when A sells some properly to B but ihe sale deed mentions X as the- 
purchaser. Here the sale itself is genuine ; but the real purchaser is 
B, X being his benamidar. This is the class of transactions which is 
usually termed as benami. But the word benami is also occasionally 
used, perhaps not quite accurately to refer to a sham transaction,^ 
for example, when A purports to sell his property to B without 
intending that his title should cease or pass to B. 

The fundamental difference between these two classes of 
transactions is that, whereas in the former there is an operative 
transfer resulting in the vesting of title in the transferee, in the 
latter there is none such, the transferor continuing to retain the title 
notwithstanding the execution of the transfer deed. It is only in 
the former class of cases that it would be necessary, when a dispute 
arises as to whether the person named in the deed is the real 
transferee, to inquire into the question as to who paid the conside¬ 
ration for the transfer. But in the latter class of cases, when the 
question is whether the transfer is genuine or sham, the point for 
decision would not be who paid the consideration but whether any 
consideration was paid. 

In such cases the income is to be included in the assessee's 
total income. But the ordinary presumption of law is that the 
apparent state of affairs it teal unless the contrary is proved. Thef^ 
fore the burden of proving that a transaction is sham or that the 
person in whose name the property stands is not the real owner but 
is only a benamidar for another, is on the taxing authorities. The 
finding of the Appellate Tribunal that a transaction is a benami 
one is a finding of fact, but it would be set aside by the High Court 
if there is no evidence to support it. In C./.T. v Gokaldas Hukum- 
chand, the Bombay High Court set aside the finding of the Tribunal 
that the minor sons of the assessee, who were admitted to the benefits 
of a certain partnership (in which the assessee was not a partner', 
were mere nominees of their father. 

If a house stands in the name of a wife, the presumption is 
that she is the owner thereof. It is for the persons alleging that she 
is a mere benamidar for her husband to prove the allegation either 
by direct or circumstantial evidence (26 I. T. R. 249). 

In a case where a transaction is challenged as benami, the 
onus is upon the person who challenges the apparent tenor of the 
document (27 L T. R. 643). 

The usual types of benami transactions frequently noticed in 
income-tax cases are : — 

(a) Transactions like deposits or loans in the names of 
nominees-childreq, names of deities, close relatives, 
faithful employees, etc. 

(M Transfer of assets and properties to benamidars. 
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(c) Sale of goods to benamidars at lower rates. 

(d) Admission of nominees into partnership, etc. 

Illustrations 

(1) The assessee, a broker, had effected certain transactions in 
cotton in the two accounting years. In one year certain payments 
were made to G. J. I. P and C and in another year to G and H. It 
was found that G, I and H were benamidars of R Ltd. while J. P 
and C were fictitious persons. It was held (a) that the payments 
made to G, I and H, who were the benamidars of R Ltd., were the 
profits of R Ltd- and not those of the assessee, although the assessee 
knew that he was dealing with R Ltd. and not with these indivi¬ 
duals who were men of straw ; and (b) that, as the payments to 
J, P and C were fictitious and as these persons did not exist, the 
amounts entered in the books as paid to them were paid to the 
assessee himself and constitute! the income of the assessee which 
could be subjected to tax (29 I.T.R. 1000). 

(2) A public company showed an income of Rs. 10,000 in its 
return of income. In the course of the assessment proceedings the 
Income-Tax Officer found that company had contrived to suppress 
its profits by resort to serious devices* One such device was the 
sale of goods worth Rs- 15,000 at cost pi ice to a close relation of the 
company's managing agent. This relation sold the same goods for 
Rs- 25,000 to a customer of the company. The Income-Tax Officer 
came to the finding that the relation was a benamidar of the 
company and that the sale to him was fictitious. He therefore 
held that the profit of Rs. 10,000 pertained to the company and 
was assessable in its hands. The company contended that the 
profit had not been brought into its books as its income and had 
not been incljded in its balance sheet. This profit was therefore 
neither available for distribution nor was it distributed to the 
shareholders. 

Is the Income-Tax Officer’s decision correct ? Give reasons 

The Income-Tax Officer’s decision is correct. If profits have 
been made by a company in fact, the company can be assessed to 
income-tax in respect of such profits, though they have not been 
brought into its books as its income and have not been included in 
its balance sheet nor distributed as dividend or added to the 
reserves. 

What is taxed is the profit on certain sales really made by the 
company. As the sale to and resale by the benamidar have been 
found to be fictitious and the real transaction is a sale by the 
company to its customers, the Income-Tax Officer is right in 
taxing the profits on these transactions in the hands of the company 
(31 I. T. R. 28 )- 
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5. Income of Wife : 

Under section 16 (3) (a) (i) and (iii), the income of an indivi¬ 
dual’s wife arising directly or indirectly, from the following sources 
is to be included in his total income :— 

(i) From her membership in a firm of which the husband is 
a partner ; or 

fii) From assets transferred directly or indirectly to her by 
the husband except (a) where the transfer is for adequate 
consideration (i. e., for full value), or (b) where it is in 
connection with an agreement to live apart. Natural 
love and affection are not adequate considerations. 

The pin money given by a husband to his wife from time to 
time will not be regarded as assets transferred ; and if a wife over a 
period of years has saved some maney out of the periodical allow¬ 
ance and has acquired an asset with it, then the income of such asset 
would be her separate income. 

The expression “from assets transferred” would include a 
settlement or other transfer subject to restrictions and conditions, as 
well as an absolute and unconditional gift of the assets (27 L T. R- 
506). If an individual purchases property in the name of his wife 
with his own money, it would be a transfer of assets. 

It should be noted, however, that it is only income derived 
from assets transferred by the husband to the wife that is to be 
included in the assessment of the husband. If the wife acquires some 
assets from the income rf the assets transferred by the husband to her y 
then the income, which is derived by the wife from the assets so acquired, 
is not deemed to be the income of the husband. 

If an individual transfers certain assets gratuitously to a 
would-be wife before marriage, then after the marriage the income 
from such assets is includible in his total income, because the mate¬ 
rial point of time is the time when the income arises and not the 
time when the assets were transferred. 

Illustration 

In the course of assessment proceedings for the year 1956-57 
it is found that the assessee’s wife purchased property worth 
Rs. 50,000 on 1st April 1955 fetching a rent of Rs. 500 pir month. 
The assessee explains that he transferred to his wife 3% Govern¬ 
ment securities of the face value of Rs. 1 lakh in 1930. Besides 
this, she had some other stridhan property given by her parents 
at the time oE her m image- The accumulations of the income 
from interest on securities amounted to Rs. 36,000 and from stri¬ 
dhan property to Rs. 12,000 and these were utilised in the purchase 
of the building. What income of the wife shouLd be included in 
the husband's income ? 

In this case the income which is derived by the wife from the 
house purchased by her out of the interest income derived by her 
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from the Government securities transferred to her by the husband 
in 1931 is not assessable in the latter’s hands under the provisions 
of section 16('3)(iii). 

The house was purchased by her fur Rs. 50,000 which includes 
Rs. 36,000 income from Government securities and Rs. 12,000 
income from her other stridhan property. Income derived from 
the investment of these two sums amounting to Rs. 48,000 will not 
be included in the income of the husband ; but the balance of 
Rs 2,000 has not been explained and it is presumed to have come 
out of the assets transferred to the wife by the husband. The 
income from the house proportionate to the investm ;nt of Rs- 2,000 
will therefore be assessed in the husband’s hands. The annual 
letting value of the house is Rs. 6,000, and the proportionate letting 
value, which will be included in the assessment of the husband is 
Rs. 240 subject to usual deductions admissible under the head 
property. 

It has been held that, when a Hindu governed by the Mitak- 
shara School of Law makes an out and out gift to his wife by 
handing over cash, the gift would be her stridhan- This means 
that the ownership of the gift would vest in her as her stridhan. 
Nevertheless, the income thereof will be taxed in the hands of the 
husband under section 16 (3). 

6. Income of Minor Child : 

Under section 16 (3) (ii) and (iv), the income of an individual’s 
minor child (i. e., a natural child and not an illegitimate, foster or 
adopted child) arising directly or indirectly from the foil wing sources 
is to be included in the individual's total income ; 

(i) From his or her admission to the benefits of partnership 
in a firm of which the individual is a partner ; or 

(ti) From assets transferred directly or indirectly to the minor 
child except (a) where the transfer is for adequate 
consideration or (b) where the minor is a married 
daughter. 

Assets transferred, without adequate consideration to a minor 
child (except a married daughter) are ignored, If the real idea of a 
transfer is to benefit the assessee’s own child, the indirect achievement 
of the object (by cross transfers for instance) would not save the 
transfer. A case of cross transfer would be a transfer by A of 
income or securities for the benefit of the son of B when B simulta¬ 
neously transfers a similar amount of income or securities for the 
benefit of the son of A. 

Where a business is transferred as a going concern by a father 
to his sons, the income from the business coming to the share of the 
minor sons would be taxable in the hands of the father under section 
16 (3) (iv)— 34 L T. R. 553. 
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Does the word “individual” in section 16(3)(a) includes 
females ? The Supreme Court has held that it does not (32 /. T. R. 
675). Therefore the cases of a gratuitous transfer of assets by a 
mother to her minor child or the admission of a minor child to the 
benefits of partnership in a firm of which the mother is a partner do 
not fill within section 16(3)(a) 

Child attaining majority. When the child attains majority or 
a minor daughter gets married during the previous year, the above 
provisions would cease to apply, and the income would no longer be 
taxable in the father’s hands. 

If a son who was admitted to the benefits of partnership in a 
firm in which the father was a partner, was a minor throughout the 
previous year, his share of profits for that year would have to be 
included in the father’s income notwithstanding that the assessments 
on the firm and the father might be made after the son attains 
majority. 

If the son admitted to the benefits of partnership attains 
majority in the course of the previous year and elects to become a 
partner before the end of that year, and under the terms of the 
partnership the profits are to be ascertained only at the end of the year, 
no part of the son’s share of profits of that year would be includib e 
in the father’s total income—not even a proportionate part 
computed up to the date when the son attained majority (2d f. T. R. 
919). In such a case, it is impossible to predict whether the 
partnership has made any profit or loss on any date prior to the close 
of the accounting year, and the son does not acquire any right to 
receive his share of income at any time during the previous year. 
Income cannot accrue or arise to a person until he acquires a right 
to receive the same. 

Where any asset is transferred to, or for the benefit of, a minor 
child, and he attains majority in the course of the previous year, the 
income accruing up to the date on which he attains majority will, 
however, be included in the income of the father. 

What is to be included in the total income of an individual 
under (5) and (6) above is the income of a wife or a minor child 
arising directly or indirectly “from the membership of the wife” in 
the firm or “from the admission of the minor to the benefits of 
partnership” in the firm, of which the individual is a partner. This 
provision covers the share of the profits of the firm received by the 
wife in hir capacity as a partner or by the minor child in his or her 
capacity as one admitted to the benefits of partnership. But the 
income received from the firm by the wife or minor child under any 
other contract with the firm or in any other capacity e. g., as a lender 
or land-lord does not fall within this provision and is not to be 
included in the husband’s or father’s total income. Thus interest 
paid by the firm to its members on their contributions to the capital 
of the firm would arise directly or indirectly from their membership 
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in the firm, but not interest on loans or on voluntary deposits. But 
since a partner* cannot be an employee of the firm, any salary, com¬ 
mission or other remuneration paid by the firm to the wife or minor 
child for services rendered, would be income arising from member¬ 
ship in the firm and would be included in the husband’s or father s 
total income {33 I . T. R. 535). 

Illustration 

An assessee started a partnership business with his major 
son. His two minor sons were admitted to the benefits of this 
partnership. In the relevant assessment year the share of profit 
of each of the Minors was included in the total income of the 
assessee under section 16(3)(a)(ii). The question was whether the 
interest which the minor received on deposits standing to them 
credit in the firm could be included in the total income of the 
assessee under section 16(3)(a)(i0- The partnership deed did not 
cast any obligation upon the minors to maintain any diposits in 
the firm or upon the firm to keep any deposits made by the minors 
The deed fixed the rate of interest and provided that interest at 
that rate should be paid by the firm it there were any deposits or 
moneys standing to the credit of the minors. 

It was held that the interest earned by the minors on the 
amounts standing to their credit in the firm could not be included 
in the to$at income of the assessee under section 16l3)(a)Uih 

Thie Legislature has made a distinction between the share of 
a minor for the purpose of assessing him to tax with regard to his 
profits, and thfe benefits which the minor receives from his admis¬ 
sion to a partnership, which benefits are to be taxed not in his 
assessment but in the assessment of his father. The Legislature 
did not intend that a father should be made to pay tax upon his 
son's income beyond the limited extent provided in sect 


7. Transfer of Assets to Third Parties. 

Under section 16(3)(b), if an individual makes a transfer of 
assets, otherwise than for adequate consideration, to another person 
or an association of persons for the be efit of his (transferor's) wife 
or a minor child or both, then the income from such assets is 
deemed to be the income of the individual and should be included 
in that individual’s total income. There is only one exception to 
such a transfer, namely, where the transfer is for adequate consi¬ 
deration. A gratuitous transfer to a person or association for the 
benefit of even a married minor daughter would come within this 
provision. 

Where the assets are so transferred, the whole of the income 
thereof need not be reserved for the benefit of the wife or the minor 
child or both ; a portion of the income of the assets transferred may 
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be reserved for a person other than the wife or a minor child. 
Therefore, the income to be included in the total income of the 
transferor will be only the portion reserved for the benefit of the 
wife or a minor child (40 I.T.R . 175). 

A simple instance of a type of cases covered by the above 
provision would be a transfer of assets to trustees under a deed of 
trust for the benefit of the settlor’s wife or minor children. In such 
a case, the settlor would be taxed in respect of the income arising to 
the trustees. 

Similarly, if a Mussalman individual creates a waqf under the 
Mussalman Waqf Validation Act of 1913 and transfers certain assets 
to God Almighty for the benefit of his wife and children, the income 
of the wife and minor children is to be included in his total income. 
The word ‘person* is wide enough to cover all juristic entities which 
may be capable of having property vested in them, or receiving 
property and of transferring property. God Almighty in the capa¬ 
city of a transferee receiving property under a deed of waqf is a 
juristic entity and is therefore a person. 

Even if the settlor makes a declaration of trust for the benefit 
of his wife or minor child, under which he himself is the sole tru tee, 
section 16 (3) (b) would still apply, for in such a case there is a 
constructive transfer from the individual in his personal capacity to 
himself in his capacity as the trustee (33 I . T. R . 383). 

A trust created for the benefit of a minor child would attract 
the application of section 16(3)(b) only if, according to the provi¬ 
sions of the trust, the minor is to receive income or derive benefit 
from the trust during minority. The sub-section would not apply if 
the income du r ing minority is to be accumulated and added to the 
corpus and the income from the increased corpus is given to the 
child after attaining majority (35 I. T. R. 467). 

Section 16(3) applies to income arising from assets transferred 
to or for the benefit of an individual's wife or minor child; but it 
does not apply to income arising fiom accretions to such assets. If 
an individual transfers shares to his minor son, bonus shares received 
by the son in respect of his shareholding would not be ‘assets trans¬ 
ferred* to the son but would be accretions to the assets transferred ; 
and the dividend on the bonus shares cannot be included in the 
father’s income under section 16(3)(a)(iv )—[36 I. T R. 577.) 

Of the above provisions; (5) and (6) are contained in section 
16(3)(a), while (7) is found in section 16(3)(b). After a child attains 
majority, section 16(3) would cease to apply, and the income from 
assets transferred to or for the benefit of the child would no longer 
be taxable in the parent’s hands. For determining whether the child 
is a minor, the material period is the previous year. Therefore, if a 
minor son, who was admitted to the benefits of partnership in a 
firm where the father was a partner, was a minor throughout the 
previous year, his share of profits for that year would haye to be 
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included in the father’s income, notwith-standing that the assessment 
on the firm and the father might be made after the sen attains 
majority. 

Section 16(3) does not avoid or invalidate transfers made in 
favour of the transferor’s wife or minor child. On the contrary, it 
assumes that the transfer is valid and genuine and that the income 
from the assets transferred is in fact the income of the wife or 
minor child. All that the sub-section provides is that for the 
purpose of taxation Ihe income of the uife or minor child will not 
be assessed in the hands of the wife or minor child, but will be 
included in the income of the transferor. If the transfer is not 
genuine and the wife or minor child is only a nominee or benamidar 
of the transferor, then apart from the provisions of this sub-section, 
the income may be included in the transferor’s total income under 
the general law. Similarly, if the transfer to the wife or minor 
child is not valid, effective and complete, the income vill continue 
to remain that of the intending transferor under the general law and 
the provisions of this sub-section will not apply. 

Illustrations 

(1) X made a declaration of trust whereby he held certain 
shares in two companies upon tiust to pay the income thereof to his 
wife for a period of seven years from the date thereof or till her 
death (whichever event might be earlier) and further declared that 
the trUbt was net revocable- In whose hands is the income from 
shares taxable ? 


The income from the shares cannot be deemed to be the in¬ 
come of X under section 16(1 )(c), because the settlement of income 
is not revccable for a period ext ending six years or during the life¬ 
time of the b?neficiaiy. But this income is to be included in the 
total income of X under section 16(3' j (b). The effect of the declara¬ 
tion of trust is to divest the settlor (X) of tha prep Tty and to‘vest 
the propel tv in himself as the trustee, which is a constructive 
transfer of properly. X occupies a different character as trustee 
from what he did as settlor. Although the words of section 16(3) 
(c) indicate the existence of a transfer by X to “any person’', that 
person might be X himself in a different legal capacity. 

6 (33 I. T. R. 383) 

(2) X, who held 350 shares in a company, transferred the 
shares to his minor son by way of gift. Later, the minor son was 
allotted 744 bonus shares for his original holding of 350 sharer. Is 
the dividend income from the 744, bonus shares allotted to the 
minor includible in the total income of X ? 


Although the bonus shares in the hands of the minor son were 
undoubtedly an accretion to the assets transferred by X* they cannot 



224 


INCOME-TAX 


be regarded as “assets transferred** by X. Therefore the dividend 
income from those bonus shares cannot be regarded as arising even 
indirectly from*the assets transferred by X and the dividend income 
on the 744 bonus shares cannot be taxed in the hands of X, 

8. Transfer of Assets Abroad : 

Section 44D provides that if a person transfers assets to a 
person who is not resident or not ordinarily resident, for the purpose 
of avoiding tax, the Income-Tax Officer may treat the income from 
such assets as the income of the transferor. This section comes 
into operation ■— 

(a) Where a transfer of assets is effected in such a manner 

that the income becomes payable to a person not resident 

or not ordinarily resident in India, arid 

(b) where the transferor acquires any rights by which he has 

the power to enjoy such income ; and 

(c) where the transferor has not proved that the transfer was 

not effected for the purpose of avoiding tax, 

The principal kind of device which this provision is designed 
to prevent is the floatation of a dummy company abroad to take over 
the assets of a wealthy super-tax payer in India. Thus, a man with 
a large income which is liable to super-tax transfers his assets to a 
private company of which he is substantially the only shareholder 
and which is registered abroad. This company being registered 
abroad cannot be caught under section 23A which deals with non¬ 
distribution of profits which is explained in full in a subsequent 
chapter relating to the assessment of companies. The transferor 
himself does not receive income or dividends from the company, but 
he receives loans. He is never asked to repay those loans because 
virtually he is the company. In this way he receives in the form of 
loans precisely the same money which he would have previously 
received in the form of dividends, and therefore he avoids all tax 
which is payable on the income. 

The wording of this section is wide enough to cover all possible 
forms of this device, however the legal documents may be worded, 
but it leaves all genuine commercial transactions outside the net. 
The general principle of the section is to treat alj t income, which has 
been alienated by the resident person, as His income whether it is 
called loans or repayments of loans. 

9. Bond-washing : ‘ 

Section 44E aims at preventing avoidance of tax by certain 
transactions in shares and securities, which are known as bond¬ 
washing. It has been stated in a previous chapter that interest on 
securities does not accrue from day to day but it falls due on certain 
definite dates, and similarly dividend on shares accrues not from day 
to day but only when it is declared. Therefore the holder of shares 
and securities on those dates is the person chargeable to tax in respect 
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of interest and dividend. But if he transfers it (cura-interest or cura- 
dividend) just before the due date of interest or dividend, he would 
become free from the tax liability. The extra sale price received by 
selling cum-dividend would be merely a capital profit in his hands. 
Now if the transferee should at the same time, by reason of his 
having little or no income otherwise, be exempt from tax in respect 
of the interest or dividend, then the tax is wholly or partly avoided. 
After the due date of interest or dividend, the transferor can get his 
security back by a transfer and put himself in his original position 
with impunity. This is a bond-washing transaction, 

This section provides that where the transfer is made with an 
agreement to buy back, the transferor shall be regarded as the owner 
despite the transfer and shall be chargeable in respect of the interest 
or dividend. 

10. Systematic Sales Cam-dividend : 

Section 44F deals with the case of sale of shares or securities 
under an agreement to buy them back, thereby avoiding liability to 
tax in respect of the interest or dividend. Section 44F is intended to 
prevent another device, namely, systematic sales of securities cum- 
interest or shares cum-dividend with a view to avoiding liability in 
respect of the interest or dividend. 

Section 44F provides that, if systematic transactions relating 
to shares or securities result in avoiding more than 10 per cent of 
the amount of tax which would be payable but for such transactions, 
the income from the shares or securities should be deemed to accrue 
from day to day and should be deemed to have been received by the 
assessee as and when it is deemed to have accrued, and the income 
should be assessed on that footing. 

This section does not apply in case (a) where the avoidance of 
tax is exceptional and not systematic and there has been no such 
avoidance of tax by the assessee in any of the three preceding years, 
(b) where the provisions of section 44E have been applied. 

Note—Section 44E(6) and section 44F( I) give the Income-Tax 
Officer power to call for certain particulars in respect of securities 
and shares. Failure to comply with any of these requisitions will 
make the assessee concerned liable to pay an initial penalty not 
exceeding Rs. 500 plus a further penalty of the like amount for every 
day of default after the imposition of the initial penalty. 

Illustrations 

(1) From the following particulars compute an assessee’s total 
income for the several assessm nt years : 

(1) Accounting year ended 3lst March 1956 : Income from 
House Prop rty Rs. 7,000; Loss from oil business 
Rs. 14,000; Income from Other Sources Rs- 6,000. 


15 
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(2) Accounting year ended 31st March 1957 : Income from 

House Property Rs. 10,000 ; Profit from Oil Business 
Rs. 5,000. 

(3) Accounting year ended 31st March 1958 : Income from 

House Propeity Rs. 12,000 ; Loss from Oil Business 
Rs. 26,000. 

(4) Accounting year ended 3lst March 1959 : Income from 

House Property Rs. 12,000 ; Loss from Oil Business 
Rs. 10,000. 

(5) Accounting year ended 31st March I960 : Income from 

House Property Rs. 12,000 ; Profit from Oil Business 
Rs. 10,000. 

(6) Accounting year ended 3lst March 1961 : Income from 

House Property Rs. 12,000 ; Profit from Oil Business 
Rs. 20,000. 


Tax year 
1956-57 

Income from house property 

Income from other sources 


Rs. 

7,000 

6,000 


Loss from oil business 


13,000 

14,000 


Loss carried forward 


1,000 

1957-58 

Income from house property 

Profit from oil business 

Less Loss b/f from 1956-37 

5,000 

1,000 

10,000 

4,000 


Total Income 


14,000 

1958-59 

Income from house property 

Loss from oil business 


12,000 

26,000 


Loss carried forward 


14,000 

1959-60 

Income from house property 

Loss from oil business 


12,000 

10,000 


Total Income 

2,000 

1960-61 

Income from house property 

Profit from oil business 

Less Loss b/f from 1958-59 

10,000 

10,000 

12,000 


Tptal Income 


12,000 
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1961-62 Income from house property 12,000 

Profit from oil business 20,000 

Less Loss b/f from 1958-59 4,000 16,000 

Total Income 28j000 


(2) The details of the income of an ass^ssee for the previous 
year ended 31st March 1961 are as follows :— 

Indian Income : 

(a) Salary Rs. 725 and dearness allowance Rs. 100 per month 

and bonus Rs. 1600. 

(b) Interest from tax-free government securities Rs. 500 and 

from other government securities Rs. 1,000 (gross), 

(c) A loss of Rs. 1,000 has been computed from house 

property. 

(d) Share of profit from an unregistered firm Rs- 15,000- 

(e) Dividends gross Rs. 600 and interest on bank deposits 

Rs. 400. 

(f) Share of income from a Hindu undivided family as a 

member thereof Rs- 3,000. 

Foreign Income : 

(a) Income in Africa remitted to India Rs. 5,000. 

(b) Income arising in Iran from a business (controlled in 

India) Rs- 10,000 and from property Rs- 2,000. 

During the year Rs- 10,000 was brought into India out of 
untaxed income arising in Africa before 105L- He paid Rs- 9,000 as 
premia on his life policies for Rs- 1,00,000- 

Compute his total income, total world income and exempted 
income on the footing that (a) he is a resident ordinarily resident, 
(b) he is a resident not ordinarily res dent, and (c) he is a non¬ 
resident- 





00 

(c) 

Income in India : 

Rs. 

Rs. 

Rs. 

1 . 

Salary 

1 1,500 

11,500 

11,500 

2- 

Interest on Securities : Taxed 

1.000 

1,000 

1,000 


Tax-Free 

500 

500 

500 

3. 

Propeity (Loss) 

-1,000 

-1,000 

-1,000 

4. 

Business (Profit from a fiim) 

15 000 

15,000 

15,000 

5- 

Other Sources : Dividends (gross! 

600 

600 

600 


Bank interest 

200 

400 

400 



26,000 

28,000 

28,000 
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Income outside India • 

1. Past untaxed African income 


brought into India during 
the year 

10,000 

10,000 

— 

2. Income in Africa remitted to 

India 

5,000 

5,000 

— 

3. Income arismg in Iran not 
remitted to India 

12,000 

10,000 

— 

Total Income 

55,000 

53,000 

28,000 

Share of Hindu undivided family 
income which is not included 
in total income but which must 
be included in total world 
income 

Foreign Income 

Total World Income 


3,000 

17,000 

48,000 

Exempted Income : 

1. Tax-free interest 

500 

500 

500 

2. Life insurance premia 

8,000 

8,000 

7/100 

3. Profits from unregistered firm 

15,000 

15,000 

15,000 


23,500 

23,500 

22,500 


The exempted amount of life insurance premiums should not 
exceed one-fourth of total income or Rs. 8,000 whichever is less. 

(3) From the following information, calculate the total income 
and exempted income of an individual for the assessment year 
1961-62 :— 

(a) Salary at Rs. 1,500 per month. 

(b) His contribution to a recognised provident fund Rs.2,160. 

(c) Employer’s contribution to his provident fund Rs. 2,160. 

(d) Interest at 9% p. a. credited to provident fund Rs. 1,200. 

(e) Dividends gross Rs. 6,000. 

(f) Life insurance premium paid Rs. 5,000. 

Rs. Rs- 

1. Salary 18,000 

Employer’s contribution to provident 
fun<J in excess of 10%. 


360 
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Interest credited to provident fund" in 

excess of 6% p. a. 400 18,760 

2 . Dividends gross 6,000 

Total Income 24,760 

Exempted Income : 

1 . Employee's contribution to recognised provident 

fund 2,160 

2 . Life insurance premium (provident fund con¬ 

tribution and premium limited to one-fourth 

of Rs. 24,760 — Rs. 6,190) 4,030 

6,190 

(4) An assessee furnished the following particulars of his 
income for the previous year ended 31st March 1961 :— 

(a) Salary from Government of India for 8 months Rs. 

24,000. 

(b) Salary from Government of India for foreign service in 

China for 4 months Rs. 16,000, out of wh ch Rs. 2,000 
pjr month was remitted to his wife resident in Lucknow. 

(c) Dividend from a foreign company (after deduction of 

Rs. 2,000 on account of income-tax in that country) 
Rs. 4,000 which was remitted to India. 

Compute his total income and total world income if (a) he is 
resident ordinarily resident and (b* he is a non-resident. 

(a) (b) 

Rs. Rs. 

1. Salary earned in India and in China, as in the 

case of a Government servant salary for 
service rendered outside India is deemed to 
arise in India ■■■ 40,000 40,000 

2 . Dividend remitted to India ... 4,000 

Total Income 44,000, 40,000 
Foreign income ... 4,000 

Total World Income 44,000 

As Rs. 8,000 was paid to the assessee’s wife resident in India 
out of her husband's taxable income it will not be treated as her 

income. 
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(5) The following info mation relates to the income of an 
assesses who is resident and ordimrily resident for the year ended 
31st March 1961 : 

(a) Monthly salary Rs.3,000. He was oil leave for 4 months 

ex-India. Two months’ leave silary was drawn ex- 
India and the balance of Dave srliry was drawn in 
India on return from leave during the following year :— 

(b) He owns a house constructed in 1951, oilc-fourth of which 

is used for his residence and the remainder is let at 
Rs. 400 per month. His agent charged one-sixth of the 
rent as his commission. Municipal taxes in respect of 
the house were Rs- 1,600. 

(c) Dividend received Rs. 6,666 (gross). 

(d) A loss from speculation business Rs. 5,000- 
Compute his total income for the assessment year 1961-62. 


Rs. 

1. Salary for 12 months 36,000 

2, Income from Property :— 

Rent from house let out 4,800 

Less One-half of municipal taxes 600 

Bona fide annual value of property let 4,200 

Value of property occupied determined 
in the same way as that of 
property let 1,400 

Less One-half thereof 700 700 


Bona fide annual value of the whole house 4,900 
Less One-sixth for repairs 816 

Collection charges restricted 
to 6% of Rs. 4,200 252 1,068 3,832 

3. Dividends (gross) - 6,666 


Total Income 


46,498 


The loss of Rs. 5,000 from speculation business cannot be set 
off against the above income. 

(6) A zamindar and landlord had the following income for 
the previous year ending 31st March 1961 :— 

(a) Rs. 50,000 income from rents paid by agricultural tenants 

of land assessed to land revenue in Uttar Pradesh- 

(b) Rs. 4,000 income from sale of grain purchased by him 

from sundry cultivators in Uttar Pradesh. 
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(c) Rs. 10,000 income from sale of trees of spontaneous growth 

on land assessed to land revenue in Uttar Pradesh. 

(d) Rs. 12,000 in income from the purchase and sale of timber 

in Uttar Pradesh- 

(e) Rs- 1,000 income from fishing rights of a tank in Uttar 

Pradesh. 

(f) Rs. 6,000 income from cess levied and collected on sales 

effected in a closed market provided by him for the 
purpose in his village in Uttar Pradesh. 

(g) Rs. 11,000 income lrom cultivation carried on in his native 

village in Nepal on land assessed to land revenue there- 
No part of it was brought or remitted to India. 

(h) Rs. 60,000 income from house property situated in Burma 

as computed under section 9 but without deducting 
interest. The property is subject to a mortgage in Burma 
which was effected in 1952 for the purpose of raising 
money to be spent on his continental tour. The interest 
comes to Rs. 8,000 per annum- During a short visit to 
Burma he spent Rs. 5,000 on his personal expenses and 
purchased a car for Rs- 10,000 which was brought to 
India- He also brought with him to India cash amoun¬ 
ting to Rs. 15,000 and the balance of the year’s income 
was paid away towards the redemption of the above 
mortgage. 

He paid life insurance premia amounting to Rs. 15,000 on 
policies on his own life for sums assured of Rs- 80,000. 

Compute his taxable income, total income and total World 
income separately on each of the following bases : —(i) if he were a 
non-resident of India, (ii) if he were a resident but not ordinarily 
resident of India, and (iii) if he were a resident and ordinarily resi¬ 
dent of India. * 

Not 

Ordinarily ordinarily Non- 
resident resident resident 
Rs. Rs. R 9 - 

1- Income arising in Jndia : 

(a) From sale of gram 4,000 

(b) From sale of trees not 

being agricultural 
income 10,000 

(c) From sale of timber 12,000 

(d) From fishing rights 1,000 

(e) From market cess 6,000 33,000 33,000 33,000 

2- Income from Burma Property 

remitted to India 15,000 15,000 — 
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3. Unremitted foreign income ♦ 

(a) Agricultural income in 

Nepal 11,000 

(b) Property income in 

Burma 37,000 


Total income 
Other World income 
Total World income 


48,000 

96,000 48,000 33,000 

63,000 
96,000 


A lesident (whetliei oidinarily resident oi not) is entitled to 
a rebate of income-tax on Rs. 8,000 on account of life insurance 
premiums at the average rate of income-tax chargeable on his total 
income. 

A non resident is also entitled to a rebate ol income tax on 
Rs- 8,000 only if he has paid the life insurance premiums out of his 
Indian income. 

When foreign income is converted into a capital asset, a i d 
such asset is brought into India (not for resale), what is remitted is 
not income but capital. In this case the motor car brought into 
India is not income but capital as it is not meant for resale. 

(7) What are the circumstances in which the income of one 
person is included in the total income of another ? 


The income of one person is included in the total income of 
another in the following circumstances : — 

(i) Under section 4(2), amounts remitted by a non-resident 

husband to his wife resident in India are deemed to be 
the income of the wife if the remittances are out of the 
husband’s income not taxed in India. 

(ii) Under section 16(1)(c), all income arising to any p rson 

by virtue of a settlement or disposition from assets 
which remain the property of the settlor or disposer, is 
deemed to be the income of the transferor, except where 
the transfer is irrevocable for at least six years or 
during the life-time of the transferee. 

(iii) Under section 16(l)(c), all income arising to any person 

by virtue of a revocable transfer of assets is deemed to 
be the income of the transferor, except where the 
transfer is irrevocable for at least six years or during 
the lifetime of the transferee. 

(iv) Under section 16(3)(a)(i), the income of a wife which 

arises from her membership in a firm, of which the 
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husband is a partner, is included in the total income 
of the husband. 

(v) Under section 16(3)(a)(ii), the income of a minor child 

which arises from his/her admission to the benefits of 
partnership in a firm of which the father is a partner, 
is included in the total income of the father. 

(vi) Under section 16(3)(a)(iii), the income of a wife which 

arises from assets transferred to her by her husband, 
otherwise than for adequate consideration or in Connec¬ 
tion with an agreement to live apart, is included in the 
total income of the husband. 

(vii) Under section 16(3)(a)(iv), the income of a minor child 

(other than a married daughter) which arises from assets 
transferred to such minor by the father, otherwise than 
for adequate consideration, is included in the total 
income of the father. 

(viii) Under section 16(3(b), the income of any person or 
association of persons which arises from assets trans¬ 
ferred, otherwise than for adequate consideration, to 
the person or association by an individual for the 
benefit of his wife or a minor child or both, is included 
in the total income of the transferor. 

(ix) Und^j section 42(2) where the course of business between 
a resident and a non-resident, who are closely connec¬ 
ted., is so arranged that the resident makes either no pro¬ 
fits or less than the ordinary profits, the profits which 
may reasonably be deemed to have been derived there¬ 
from will be taxed in the hands of the resident. 

(xl Under section 44D(l) income from assets transferred by 
a person to a non-resident or to a person not ordinarily 
resident where the transferor has power to enjoy such 
income immediately or in the futu e, is included in the 
total income of the transferor. 

(xi) Under section 44D(2), income which a person is entitled 

to receive but for a transfer of assets, is included in 
the transferor's total income where he enjoys the same 
in the form of loans or other payments made without 
adequate consideration. 

(xii) Under section 44E, where a person is the owner of a 

share or security and transfers it before the date on 
which the interest or dividend is due, the interest or 
dividend arising to the transferee under such conditions 
is included in the total income of the transferor. 

(xiii) Under section 44F, where securities are transferred by a 
person as part of a systematic course of dealings to 
avoid tax, the apportioned part of the interest or divi- 
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s dend income up to the date of the sale, though received 
by the transferee, is included* in the total income of the 
transferor. 

(8) X is a structural engineer. From the' following particu¬ 
lars of his income for the year end^d 31st March 1961 and other 
relevant information, compute his total income for the assessment 
year 1961-62. 

(a) He received a salary of Rs- 3,500 per month and a fixed 
annual entertainment allowance of Rs. 7,200 fjom the Hind Struc¬ 
tural Engineers Ltd- with whom he was employed as an engineer 
with effect from 1st April i960. He incurred ail expenditure of Rs- 
6,000 during the year on entertainment. 

(b) Prior to joining the Hind Structural Engine ms Ltd. he 
was employed by the Pioneer Builders Ltd- Accoidmg to his con¬ 
tract of service with that company, his service was to continue with 
it for three years from 1st October 1957 on a salary of Rs. 3,000 
per month, but due to some disagreement with the management, 
his services were terminated with effect from 31st March 1960 before 
the expiry of his term of service and he was paid Rs. 18,000 on 4th 
April 1960 as compensation for loss of employment. 

(c) He wrote a book oil structural engineering and took 48 
months in completing it. He assigned his interest in the copyright 
thereof to a firm of publishers and received Rs. 15,000 as considera¬ 
tion on 15th June 1960. He claimed that this should be spread 
over four years. 

* (d) He owned a house at Nagpur the annual value of which 
is Rs. 3 600* ' It was kept reserved tor his oWn occupation. During 
the whole of the previous year ended 31st March 1961 the property 
remained vacant, as he had to remain at Bombay where he occupied 
another building throughout the year during his employment there. 

(e) He paid life insurance premium of Rs. 15,000 on his own 
life and Rs. 15,000 on the life of his wife. 


Rs. 


1 . 

Salary as such 

42,000 



Entertainment allowance (a) 
Compensation for loss of 

7,200 



employment (b) 

18,000 

67,200 

2. 

Income from Property (c) 


Nil 

3. 

Income fiom Other Sources ■ 




One-third of lump sum consideration 
for sale of copyright (d) 


5,000 


Total Income for 1961-62 assessment 

72,200 


He is entitled to a rebate of income-tax at the average rate on 
Rs. 1>000 on account of life insurance premium. 



total income and total world income 235 

The above computation of total income is subject to the follo¬ 
wing remarks :— 

(a) The entertainment allowance is to be included in salary 
income, and then a deduction is permissible therefrom of an amount 
equal to one-filth of the employee’s salary (exclusive of any special 
allowance, benefit or other perquisite) of Rs. 7,500 whichever is less, 
provided the employee was Tegularly receiving the entertainment 
allowance from his present employer before 1st April 1055. In this 
case no deduction is permissible on account of entertainment 
allowance. 

(b) Profits in lieu of salary include the amount of any 
compensation received by an employee from his employer or former 
employer at the termination of his emplpyment, whether solely as 
eompens Ltion for loss of employment or for any other consideration, 
it does not matter whether tli3 compensation is received by the 
employee as a matter of right or is given voluntarily by the 
employer. It is always taxable as salary. 

(c) Where the property reserved by the owner for his own 
residence consists of only one residential house, which is neither 
actually occupied by the owner nor let to a tenant and no other 
benefit therefrom is derived by the owner, then the annual value 
of such property, if the propeity was unoccupied during the whole 
of the previous year, is taken to be nil. 

(d) A lump sum consideration received by an author of a book 
is to be apportioned for assessment purposes, if he so claims, at the 
rate of 50 ■' 50 for the year in which the whole of the income is 
received and for the subsequent year provided the book was comple¬ 
ted in more than 12 months but less than 24 months. If the book 
has taken the author more than 24 months, the apportionment will 
be one-third for the year in which the whole of the income is 
received, one-third for the next year and the balance of one-third 
foi the second year following. As X has claimed the concession, 
only Rs. 5,000 is included in the total income for the previous year 
ended 31st March 1961. 

(9) Mr. Devi Chand has supplied you with the following 
information : 

1. He is an Indian national and was appointed by Modern 
Products Ltd., Calcutta, as its representative in London with effect 
from 1st April 1959. Since 1959 he has been in London and never 
came to India till 30-4-1961. 

2. According to the terms of his employment, he was to 
receive a salary of Rs. 2,000 per month, out of which Rs. 800 per 
month was to be paid to his wife, Mrs. Devi Chand, who is resident 
in India and the balance of Rs. 1,200 per month to him in London. 
No part of the latter sum was received in or remitted to India. 
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3. He was allowed to carry oil, on his own account or in 
partnership, business in the U. K- and in India. He earned a net 
profit of Rs- 15,000 in the year ended 31-3-1960 and Rs. 3,000 in 
the following year in his U. K. business. The whole of the profit 
earned there in the year 1959-60 was remitted to his wife in India 
on 30-9-1960, and the profits for the year 1960-61 were wholly 
retained in London. 

u ^ nc ^ a , carried on a business in partnership styLd 

Devichand & Co.'* with his wife, Mrs. Devi Chand, both sharing 
profits and losses equally. Mrs- Devi Chand looked after the 
partnership business for which she drew a salary of Rs. 500 per 
month. The net profits of the pirtnership business, as disclosed in 
the audited accounts of the firm for the year ended 31-3-1961. 
amounted to Rs. 5,000 only. This profit was arrived at after debi- 
ting, inter alia, the following expenses *•— 

(a) Rs. 6,000 paid as salary to Mrs. Devi Chand. 

(b) Rs- 2,000 paid as fine to the Customs authorities for 

impoiting goods without proper licence. 

(c) Rs. 3,000 paid as damages under the Court’s orde in a 

suit instituted by an employee, who was in charge of 
inspection of stocks, for terminating his services with¬ 
out notice as he was found to be helping the suppliers in 
collusion with them to conceal shortages of goods 
supplied, and Rs. 500 incurred in defending the suit. 

What would be the residential status of Mr. Devi Chand for 
the'assessment year 1961-62 ? Compute the total income of Mr. 
Devi Chand and Mrs. Devi Chand for that assessment year. 


Residential Status. As Devi Chand did not come to India for 
any time in the year ended 31st March 1961, he is a non-resident for 
the assessment year 1961-62. 

Computation of Total Income. The total income of Mr. Devi 
Chand and that of Mrs. Devi Chand for the assessment year 1961-62 
will be as follows ;— 


Mr. Devi Chand 

Rs. 

1. Salary (Rs. 800 per month received in India on 

his behalf by his wife) 9,600 

2 . Income from Business ■’ Share of profits from 

a firm 3,500 

3. Other Sources : Wife's shares of income from 

a firm in whi h he is a partner included under 
Section 16(3)(a)(i) of the Income-Tax Act 9,500 

Total Income 22,600 
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Mrs. Devi Chand 

Remittances received from her non-resident 
husband out of his income not included in his 
total income, taxable in- her hands under 
Section 4(2) of the Income-Tax Act (being 
total income) 

Notes : 

1 . Out of Devi Chand's monthly salary of Rs. AOCO, Rs. 800 
per month is paid on his behalf to his wife. Therefore Rs. 9,600 
is the income of Devi Chand received in India and taxable. This 
amount cannot be treated as the income of the wife, because it is 
not a rv mlttance made by a non-resident husband to his wife resident 
in India. 

2. The tctal income of Devi Chand & Co. for the year ended 
31st March 1961 is Rs. 13,000 computid as follows :— 


Rs. 

Net Profit as disclosed by audited accounts 5,000 
Add Salary paid to a paitner 6,000 

Fine paid for impoiting goods without 
proper licence, being inadmissible as the 
breach of any law is not regarded as 
incidental to business 2,000 

Total Income of the firm 13,000 


Damages paid to a dimissed employee are deductible, provided 
the employee is dismissed in the interest of the trade and not 
merely on personal grounds. Therefore Rs. 3,000 paid as damages 
to the employee and Rs. 500 incurred in defending the suit are both 
permissible deductions under Section 10(2)(xv) of the Incomc-Tex 
Act. 

The firm’s total income of Rs. 13,000 will be allocated bet¬ 
ween the partners as to Rs- 3,500 to Devi Chand and Rs- 9,500 to 
Mrs. Devi Chand. 

3. The foreign income of a non-resident, even if it is remitted 
to India, does not attract tax. But there is one exception. Under 
section 4(2) of the Income-Tax Act, remittances received by a 
resident wife out of the foreign income of a non-Tesident husband 
are deemed to be income accruing to the wife in India- The amount 
is taxable as the wife's income of the year in which she receiv es it. 

(10) Explain briefly how you would establish that property 
purchased by A was a benami purchase for B ? 


Rs. 


15,000 
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The normal presumption is that the apparent is the real and 
the onus of proving that the ostensible is not the real is on the 
Income-Tax Department. Jt is for the Department to establish 
the benami nature of a transaction. The evidence that can be 
gathered to establish the benami nature of a transaction can only be 
circumstantial. 

Accord : ng to judicial decisions, the following circumstances are 
relevant for the purpose of establishing the benami nature of the 
property purchased by A - 

(fl) The real source of the purchase money. Did it come out 
of the fund of B ? 

(b) Who has control over the property and who is in actual 
possession of it ? A or B ? 

(c( With whom are the title d^eds of the property ? With 
A or with B ? 

( d) Who enjoys the income of the property ? A or B ? 

Other relevant circumstances would be that B and A are near 
relatives or close friends and that there were similar transactions in 
the pist- If as a result of the investigation of the above circumstan¬ 
ces it appears that the property really belongs to B, the Income- 
Tax Officer should bring to the notice of A the material gathered by 
means of his investigation- This can be done by a notice under 
section 23(2), and A should be required to lead any evidence 
in rebuttal. After considering the evidence, if any, led by A in 
rebuttal of the facts ascertained agiinst him, the Income-Tax 
Officer can finally establish that the property was purchased by A 
benami for B. 

(il) A retired from Government service and joined a com" 
piny. Compute his total income for the assessment year 1961-62 
with the following particulars 

R s. 

Pension from Government 10,000 

Salary from company with a rent-free unfurnished 

bungalow) 18,000 

Half share of income from an unregistered firm 15,500 

The assessee received dividends (gross) of Rs- 12,000 (tax 
deducted at source Rs. 3,150) and interest of Rs. 2,400 was paid by 
him on money borrowed for investment- 

He made capital gains of Rs. 11,000 during the year on sale 
of some properties, and he piid a sum of Rs- 7,300 as donations to 
a charitable institution which satisfies the conditions stipulated in 
section 15B- 

Compute his total income for in ome-tax and super-tax 
purposes, indicating the exemptions from tax available to the 
assessee- 
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Statement of Total Income 


For 

Income- 

Tax 


For 

Super-Tax 


1. Income from Salary *• 

Pension from Government 10,000 

Salary from company 18,000 

Value of rent-free unfurnished 
bungalow (10% of salary) 1,800 

2. Income from business ’ 

Share of profits from an unregistered 
firm assessed to both income-tax 
and super-tax, its total income being 
Rs. 31,000 

3. Other Sources • Dividend gross after 

deducting interest paid on money 
borrowed for investment 

4. Capital gains 


Total Income 


Rs- 1 Rs. 

29,800 29,800 

15,500 Nil 

9,600 9,600 

11,000 Nil 

65,900 39,400 


Exempted Income : 



(a) 

Share of profit from unregistered firm 
which has been assess n d to income- 
tax 

15,500 


(b) 

Charitable donations of Rs- 7,300, 
restricted to 7 i% of total income as 
reduced by exempted income inclir 
ded therein : 

7i% of Rs- 50,400 (05,900-15,500) 
7i% of Rs. 36,400 

3,780 

2,955 



19,280 

2,955 


The assesSee is entitled to rebate of income-tax at the average 
rate on Rs. 19,280 and also to rebate of super-tax at the average 
rate on Rs- 2,955. 

He will also get credit for Rs- 3,150 being tax deducted at 
source from dividends. 

(12) The Profit and Loss Account of an individual, whose 
income is only from house property, disclosed a net profit of Rs. 
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38,782 for the year ended 31st March 1960 after deducting from the 
gross rectal income of Rs. 99,876 the following expenses *— 


1 . 

Depreciation at 2i% on Rs. 9,00,000 

Rs. 

2. 

being written-down value of the 
building 

18,450 

Maintenance charges and pay of lift - 



man 

3,876 

3. 

Depreciation at 7% on Rs. 5,000 



being written-down value of the 
lift 

9,000 

4. 

Municipal rates and taxes 

8,000 

5. 

Vacancy 

1 

6. 

Repairs 

16,646 

7. 

Pay of drawn 

720 

8. 

Pay of gardener 

720 

9. 

Bank charges 

332 

ID. 

Legal charges 

6,000 


Compute the assessee's income from house property for the 
purpose of inclusion in the return tob: submitted for the assessment 
year 1960-61- Th± house property was constru :ted in 1945. 

What diff rence would it make in the computation of the 
assessee’s income from house propnty if he created a trust on 1st 
May 1959 in respect of the property for the benefit of his wife and 
minor child ? 

What would be the pos ; tion in the assessment year 1962-63 
if the child att lined majority on 31st March 1961 ? 


As a separate head of charge is provided for house prope ty, 
the income from house property should be compute d under section 9 
and net under s.clion 10. The income from house propeity will 


therefore be as under •— 


Rs- 

Rs. 

Gross rental 


99,876 

Less Municipal rates and taxes 


6,000 

Bona fide annual value 


93,876 

Less Admissible deductions • 

One-sixth for repiirs 

15,646 


Vacancy allowance 

8,000 


Legal charges (assumed to he collection 
charges) restricted to 6% of animal 

value 

5,632 

29,278 

Taxable income from property 


64.598 
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If the assessee created a trust in respect of house property on 
1st May 1959 for the benefit of his wife and minor child, Rs. 5,383 
(being L/12th of Rs. 64,598) would be his income from property, 
and the bilance of Rs. 59,215 would be the income of his wife and 
minor child. But by virtue of section 16(3)(b), this Rs. 59,285 
would be includ d in his total income under other sources- There¬ 
fore, for the assessment year 1960-61, his income from property 
would be reduced from Rs* 64,598 to Rs. 5,383, but there would be 
no difference in his total income. 

If the child attained majority on 31st March 1961, his share 
of income from the house property for the previous year ended 31st, 
March 1961 would be included in his father’s total income for the 
assessment year 1961-62, but it would not be so includ :d for the 
assessment year 1962-63, the child’s share of income would be 
'taxed in his own hands as an individual. 
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DEDUCTION OF TAX AT SOURCE 


There are two methods of collecting tax. One is by direct 
assessment and the other is by deduction at source. Deduction 
of tax at source is provided for by section 18. The deduction of 
tax at source is also provided in two other cases not covered by 
section 18. One is in respect of the accumulated balance due to an 
employee in a recognised provident fund, which is treated for this 
purpose as salary under section 58H. The other is the allied 
income of an employee, under section 58S, consisting of contribu¬ 
tions to an approved superannuation fund. The trustees of the 
provident or superannuation fund are required to deduct tax at the 
time of payment where the employees have not rendered the 
prescribed minimum period of service. 

Deduction of tax at source must be distinguished from taxa¬ 
tion at source. The latter is what takes place in the assessment of 
unregistered firms, associations of persons and Hindu undivided 
families. That is to say, instead of taxing the individual after the 
income gets into his hands, the group is taxed as a unit in the very 
first instance, or in other words at the source. 

The provisions of section 18 may be summarised a & 
follows :— 

Salary. 

Both income-tax and super-tax have to be deducted at source 
from income chargeable under the head “Salaries”. In the case of 
resident employees, income-tax and super-tax have to be deducted at 
the rate applicable to the employee's estimated income under the 
head “Salaries” and not at the rate applicable to his income. 

Where salary is payable to a non-resident (not being a citizen 
of India who is a Government employee serving abroad), income-tax 
and super-tax must be deducted at the prescribed rates on the esti¬ 
mated income of the employee under the head “Salaries”. 

Income-tax and super-tax should be deducted from salary at 
ihe rates in force in the year in which the salary is paid. 
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Where a non-resident employee obtains a certificate from the 
Income-Tax Officer that his total income or total World income is 
below the chargeable minimum or is only liable at a lower rate, the 
deduction of tax either shall not be made or shall be made at the 
lower rate. 

The employer’s liability to deduct tax is absolute and is not 
affected by any private arrangement whereby the employee has 
undertaken to discharge his own tax liability (36 I. T. R. 449). 

In calculating the amount of monthly tax deduction from the 
salary of an employee, the rebate ot income-tax (but not super-tax) 
at the average rate of income-tax applicable to the total income of 
the employee from salary is admissible in respect of the following 
items subject to the conditions laid down in a preceding chapter 
dealing with income exempt from tax :— 

(а) Sums deducted from the salary of a Government servant 

for securing a deferred annuity to him or for making 
provision for his wife or children. 

(б) Employee’s contribution to a provident fund to which the 

Provident Funds Act, 1925, applies or to a recognised 
provident fund or to au approved superannuation fund. 

(c) Premiums paid by the employee for life insurance if the 
employer is satisfied about the amount of such premiums. 

An employer can increase or reduce the amount of tax to be 
deducted in order to adjust any deficiency or excess arising out of 
any previous deduction or failure to deduct. 

All tax deducted by an employer from the salaries of employees 
must be paid to Government to the credit of the employees. If the 
employer does not deduct the tax or, after deducting it, fails to pay 
it to Government, he shall be deemed to be an assessee in default 
in respect of the tax. 

Under the second proviso to section 7(1), where tax is deducti¬ 
ble at the source under section 18, the assessee shall not be called 
upon to pay the tax himself unless he has received the salary without 
such deduction. 

Under section 21, every employer including Government is 
required to furnish to the Income-Tax Officer, within 30 days after 
31 st March in each year, a return showing the names and addresses 
of all persons who have received from him or to whom was due, 
during the year ended 31st March, a prescribed amount as salary 
and the tax deducted therefrom. 

Interest on Securities. 

The person responsible for paying any income chargeable 
under the head “Interest on Securities* 7 shall at the time of payment, 
deduct income-tax and super-tax at the prescribed Tates on the 
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amount of interest payable, except where it is payable to Govern¬ 
ment or the Reserve Bank of India* 

When the owner of securities (not being a company) obtains 
from the Income-Tax Officer an “exemption certificate” that his 
total income is less than the minimum chargeable to tax or an 
“abatement certificate” that his total income is only liable to tax at 
a lower rate, the pel-son paying interest shall pay it without deduc¬ 
tion of tax or shall deduct tax at the lower rate as specified in the 
abatement certificate. 

Where a company remains the beneficial owner of its own 
debentures, it cannot pay interest to itself on those debentures, and 
no question of deducting tax can arise in such a case. 

The person paying interest on securities is required to give a 
certificate in the prescribed form containing particulars of tax deduc¬ 
tion to the person from whose interest tax has been deducted. He 
must also send to the Income-Tax Officer a statement containing 
the prescribed particulars. 

Dividends. 

The legal fiction that income-tax paid by a company was 
•deemed to have been paid by the shareholders has now been aboli¬ 
shed, and fresh provisions have been made in sub-sections (3D) and 
(3F) of section 18 for deduction of tax from dividends. 

The principal officer of a company which distributes dividends 
(including dividends on preference shares) in India, before distribu¬ 
ting a dividend, must deduct from the amount of such dividend 
both income-tax and super-tax at the prescribed rates, except in 
following cases :— 

(a) Where the shareholder (not being a coxnpany) has 

obtained from the Income-Tax Officer a certificate that 
his income will be below the taxable minimum, the 
dividend should be paid without deduction of tax. 
The Income-Tax Officer will grant such an exemption 
certificate only if the conditions laid down in Rule 12E 
of the Income-Tax Rules, 1922, are satisfied. ' 

(b) Where the company has obtained an order from the 

Income-Tax Officer that a portion or the whole of the 
dividend is exempt from tax under section T5C(4), the 
tax should not be deducted from the dividend or from 
the determined portion of it. It is true that under 
section 18(3F) a company can obtain a ruling from the 
Income-Tax Officer as to the amount of tax that should 
be deducted from dividends after adjusting the relief 
provided by section 15C. But in actual practice, 
such a procedure takes time as it involves the submis¬ 
sion of the audited accounts to the Income-Tax Officer. 
Therefore, it may entail delay in the payment of dividend. 
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(c) Where the shares are owned legally or beneficially by the 
Government or the Reserve Bank, the dividend should 
be paid without deduction of tax. 

Where a company deducts tax from dividends, it must issue 
to the shareholders a tax deduction certificate to enable them to 
claim refund or to obtain the necessary adjustment against their tax. 
liability at the time of their individual assessments This certificate 
must be in the form prescribed in Rule 14(2) of the Income-Tax 
Rules, 1922. 

The principal officer of a company must furnish to the Income- 
Tax Officer, before 15th June each year, a return containing the 
names and addresses of shareholders to whom dividends have been 
distributed during the previous year. 

Dividends on Preference Shares. As regards the deduction of 
tax from dividends on preference shares, the following provisions 
of the Preference Shares (Regulation of Dividends) Act, i860, govern 
the amount of dividend payable on such shares :— 

(а) The provisions of this Act apply only to preference shares 

issued and subscribed before 1st April 196 1. 

(б) All preference shares, the dividends on which were being 

paid before 1st April 196J without deduction of tax, 
whether specified to be free of tax or not, are entitled 
to an increase of 3 )% in the amount of fixed dividend 
attached to them. 

(c) All preference shares, the dividends on which were being 

paid before 1st April 1960 after deduction of income-tax 
payable by the company, whether specified so or not. 
are entitled to an increase of 11% in the amount of fixed 
dividend attached to them. 

(d ) Where only a part of the company’s income is chargeable 

to tax, only a proportionate increase is allowed on tax- 
free or taxable preference shares. 

(e) The provisions of this Act are not applicable to the 

additional dividends which the holder of a participating 
preference share may receive in addition to the fixed 
preference dividend. 

Other Payments to Non-residents. 

Both income-tax and super-tax must be deducted at the pres¬ 
cribed rates from all sums chirgeable under the Incline-Tax Act 
(other than interest on securities and dividends) and paid to a 
non-resident person pother than a company) or to a company which 
does not distribute dividends in India. These payments may be 
interest, royalty, commission, rent, etc. The deduction of tax is 
to be made by the person responsible for making the payment. 
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unless he himself is liable to pay the tax thereon as an agent of the 
non-resident. 

A person who is responsible for making payment to a non¬ 
resident and who, on the instructions of the non-resident, makes 
payment to his agent in India, is nevertheless liable to deduct tax 
from such payment (35 I. T. R. 134). 

Where the non-resident payee obtains an exemption or abate¬ 
ment certificate from the Income-Tax Officer, the deduction of tax 
will be made in the same manner as in the case of interest on 
securities. 

It is only in the case of non-residents that tax is to be deducted 
at source from interest other than interest on securities. Where 
interest, though payable to a non-resident, is not taxable under the 
Income-Tax Act, there is no obligation to make any tax deduction. 
On the other hand, where interest payable abroad is chargeable to 
tax and the payer does not deduct the tax, he will not get an 
allowance for such interest in his own assessment. 

The deduction of tax is to be made at the time of payment. 
Merely crediting the amount of income in the creditor’s account 
in the books of the debtor would not amount to payment. 

The person deducting the tax must furnish to the person to 
whom such payment is made a certificate of deduction of tax. 

General. 

The tax deducted at source under section 18 remains part of 
the income of the recipient and is includible in his total income. 

Deduction of tax at source is only a mode of collecting 
the tax from the person from whose income the deduction is made. 
Therefore, the tax deducted at source and paid to the Government 
is treated as having been paid on behalf of the assessee, and credit 
is given for it in his assessment. 

Where any security or share in a company is owned jointly by 
two or more persons not being partners, credit in respect of the tax 
deducted may be given to each such person in the same proportion 
in which the interest or dividend has been included in his total 
income. 

The amount of tax deducted at source under section } 8 must 
be paid to Government. It does not remain at the risk of Govern¬ 
ment, and therefore the person making the deduction is bound to 
account for it to the Government even if the sum deducted and set 
aside is stolen or otherwise lost. 

For the purpose of deduction of tax, the expression “prescribed 
rates” means the rates prescribed in this behalf by the Finance Act 
of the year in which such deduction is required to be made. 

If a person making the payment does not deduct tax in accor¬ 
dance with the provisions of section 18 or, after deducting it, fails to 
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pay it to Government, he is deemed to be an assessee in default in 
respect of the tax, is personally liable to pay the same, and is also 
liable to penalty in cases of wilful default. 

An appeal lies to the Appellate Assistant Commissioner by a 
person who denies his liability to make a deduction ; but this ri^ht 
of appeal is conditional upon his having deducted and paid tax 
under section 18. 

Prescribed Rates 

According to the Finance Act, 1961, in every case in which tax 
is to be deducted at the prescribed rates, deduction shall be made 
from the income subject to deduction at the following rates ;— 

Income received by persons other than companies : 

In the case of all persons (whether resident or non-resident), 
income-tax is to be deducted at 25% with a surcharge of 5% (that is, 
30%) from the whole income excluding tax-free interest on govern¬ 
ment securities. 

In the case of non-residents only, super-tax is also to be deducted 
from the whole income at 19% without any surcharge or the 
super-tax which would be payable on that income by a resident, 
whichever is greater. For the assessment year 1961-62 the rate of 
19% would apply up to an income of Rs. 61,760. All non-residents 
{other than companies) are, however, given an opportunity to 
exercise, within a certain time-limit, the option of being assessed at 
the rate applicable to their total world income, the option once 
exercised being irrevocable. 

Income received by companies : 

Tax is to be deducted from the incomes received by companies 
at the following rates ;— 



I. T. 

S. T. 

Total 

Income received by Indian companies 
or companies which have made the 
prescribed arrangements for the 
declaration and payment of divi¬ 
dends in India : 

On interest from tax-free government 

% 

% 

% 

securities 

On interest from other government 

— 

10 

10 

securities 

On dividends from an Indian com¬ 

20 

10 

30 

pany to which section 56A applies 
On dividends from an Indian subsi¬ 

20 

“ 

20 

diary company 

20 

10 

30 
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On dividends from an Indian com- 


pany (not being a subsidiary) 
formed and registered after 

1-4-1959 

20 

10 

30» 

Income received by foreign companies 
which do not declare dividends in 
India : 

On interest from tax-free government 
securities 


43 

43- 

On dividends from an Indian com¬ 
pany to which section 56A applies 

20 


20 

On dividends from a subsidiary 
Indian company formed and 
registered before 1-4-1961 

20 

10 

30 

On dividends from an Indian com¬ 
pany, not being a subsidiary, 
formed and registered on or after 
1-4-19^9 but before 1-4-1961 

20 

33 

53 

On dividends from an Indian com¬ 
pany, not being a subsidiary, 
formed and registered before 
1-4-1959 

20 

43 

63 

On dividends from any Indian 
company formed and registered on 
or after 1-4-1961 

20 

20 

40 

On royalties received from an Indian 
concern in pursuance of an agree¬ 
ment made with it on or after 
1-4-1961 which has been approved 
by the Central Government 

20 

30 

50 

On any other income 

20 

43 

63 


These are the rates at which tax is to be deducted at source- 
during the financial year 1961-62. 


CHAPTER 16 


ADVANCE PAYMENT OF TAX 


Section 18A enables the Income-Tax Department to collect the 
tax in advance by instalments in the financial year preceding the 
assessment year at the rates of tax applicable to the year of collec- 
ction. 

Advance tax is payable only when the assessee’s total income, 
according to the latest completed regular assessment exceeds a certain 
limit. The limit laid down is that the total income should exceed 
the maximum amount exempted from tax (e. g., Rs. 3,000 in the 
case of an individual) by Rs. 2,500. 

For purposes of the advance payment of tax, all incomes 
(other than incomes liable to deduction of tax at source and capital 
gains) will be taken into considerati >n. 

During 1961-62 Indian companies will pay advance tax at 
45% but smaller Indian companies with a total income not exceeding 
Rs. 25,' 00 will pay 5% less. On the other hand, foreign companies 
will pay advance tax at 6 3%. 

Persons previously assessed. Under section 18A(1), in the case 
of persons already assessed if the total income, as determined in the 
latest completed assessment, exceeds the above limit, the Income-Tax 
Officer would adopt that figure as the total income for determining 
the advance tax payable. Excluding from the total income the 
incomes liable to deduction of tax at source and capital gains, on the 
balance the assessee is required to pay tax during the earning year 
itself. The rate of tax is that applicable to the current financial 
year. In such a case a notice is sent to the assessee with chalans for 
payment of tax. The tax is normally payable in quarterly instal¬ 
ments on 15th June, 15th September, 15th December and 15th March 
of the financial year concerned. No extension of time for payment 
of instalments is permitted. 

However, in the case of assessees, whose previous year ends 
after 31st December and before 30th April, the advance tax is to be 
collected in three equal instalments payable on 15th September, 15th 
December and 15th March of the financial year concerned. 

If after the making of an order by the Income-Tax Officer- 
under section 18A and before 15th February of the financial year ^ 
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an assessment of the assessee in respect of a later previous year is 
completed, the Income-Tax Officer may make an amended order for 
the payment of advance tax based on the new assessment. In view 
of the use of the word “may”, the Income-tax Officer need not 
amend the demand unless the variation is appreciable. 

Under section 18A(1), the Income-Tax Officer has to make a 
-demand based on the ‘total income’ of the latest previous year of an 
assessee in respect of which he has been assessed. When making a 
provisional assessment under section 23B, the Income-Tax Officer 
does not determine the total income of the assessee. He merely 
calculates in a summary manner the tax payable by the assessee on 
the basis of his return. Therefore, the tax payable under section 23B 
cannot be the basis of a demand under section 18A(1). 

Under section 18A(2), if the taxpayer considers that his total 
income would be less than that adopted by the Income-Tax Officer 
he may file, at any time before the last instalment is due, his own 
estimate and pay tax in advance accordingly. In regard to the 
estimate filed by the assessee, a margin of 20% is allowed as error of 
approximation. If at the time of regular assessment it is found that 
the tax paid in advance according to the estimate is below 80% of 
the actual tax payable on the income assessed (so far as such tax 
relates to income other than salaries and so fir as it is not due to 
^changes in the rates of tax), simple interest at the rate of 4 per cent 
per annum from 1st Januiry of the financial year in which the tax 
was paid in advance up to the date of the regular assessment, shall 
be payable by the assessee upon the amount by which the tax so paid 
falls short of the said 80%. If the Income-Tax Officer finds that the 
assessee has deliberately under-estimated the tax payable, a penalty 
*up to 1£ times the deficit tax paid may also be imposed on the 
assessee. 

Section 18A(2) only enables the assessee to alter the quantum 
instalments which would fall due after the submission of the 
revised estimate ; and the effect of the notice served on the assessee 
-under section 18 A (1) is not wiped out or cancelled by the submis¬ 
sion of the revised estimate. 

If an assessee who has been served with an order under section 
18A(1) for advance payment of tax, sends an estimate of lower 
income, he must nevertheless pay those instalments which have under 
■the Income-Tax Officer’s order, fallen due prior to the date when the 
assessee submits his own estimate (33 I. T. R. 428). 

Persons not previously assessed. In the case of persons pre¬ 
viously assessed, it is the Income-Tax Officer who makes an order 
“for advance payment of tax, but, if a person has not been previously 
assessed, then under section 18A(3) he must voluntarily make 
advance payment of tax before 15th March preceding the assessment 
3^ear, if his total income for the assessment year is likely to exceed 
"the prescribed limit. If a new assessee does not do so, interest at 
liberate of 4 per cent per annum will be charged on 80% of the 
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amount of tax determined on regular assessment from 1st January 
-of the financial year in which the advance payment should have been 
made up to the date of the regular assessment, and in addition the 
.assessee is liable to a penalty up to 1J times the amount of tax 
-determined on regular assessment. 

There may be a hardship with respect to earnings from com¬ 
mission which are payable periodically and may not be received or 
adjusted before the dates fixed for the instalments. To meet this 
hardship, section 18 A(4) provides that the payment of tax on that 
•commission may be deferred till the commission is received or 
adjusted. The assessee is required to pay the tax on such commission 
within 15 days of its receipt or adjustment. 

The tax paid in advance is treated as having been paid in 
respect of the income of the year of payment and credit therefore is 
3»iven to the assessee in the regular assessment made in the next 
financial year. The advance payment of tax is only provisional and 
if after the regular assessment is made the tax paid in advance is 
found to be in excess of the tax payable, the assessee is entitled to a 
refund of such excess. 

Interest Payable by Government. 

Under section 18 A(5), interest at the rate of 4 per cent per 
annum is payable by Government on the excess amount of tax paid 
in advance (i. e., the excess of total instalments paid over the amount 
of tax determined on regular assessment). 

The amount of interest so payable is to be calculated from the 
1st April of the financial year next following the year in which the 
advance tax is paid to the date of the regular assessment. For 
example, if the total tax paid in advance during the financial year 

1960- 61 is Rs. 1U,000 and the amount of tax for the assessment year 

1961- 62 is determined to be Rs. 9,000 on regular assessment 
completed on 1st August 1961, interest at 4% per annum is payable 
by Government on Rs. 1,0C0 from 1st April 1961 to 1st August 
1961, i. e., for 4 months. 

The interest so paid will be the income of the assessee from 
other sources. 

The interest which an assessee has to pay for having under¬ 
estimated the tax payable by him in advance and the interest payable 
to him by the Government on the excess amount of tax paid in 
advance do not arise out of the same transaction. The interest 
payable by the assessee cannot therefore be deducted from the 
amount of interest received by him in determining his assessable 
income. Nor can the interest payable by him be claimed as business 
expenditure under section 10(2)(xv) or on the general principle of 
commercial expediency, where there is nothing to show that the 
liability was incurred by reason of a mistake on the part of an- 
employee of the assessee (31 I. T. R. 153). 
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Penal Interest Payable by Assessee. 

(1) If on his own estimate made under section 18A (2) or 
18A (3), an assessee pays tax in advance, and the aggregate amount 
of tax so paid is less than 80% of the tax determined on regular 
assessment (excluding any difference due to the tax on incime liable 
to deduction at source and any difference due to changes in I he rates 
of tax), simple interest will be payable by him at 4 per cent per 
annum from the 1st of January in the finauci d year in which the 
advance tax is paid up to the date of the said regular assessment 
upon the amount by which the tax so paid falls short of the said 
80%. 

Example . During the financial year 1959-60 an assxss^e was 
required, by an ordur under section 18A (l), to piy an advance tax 
of Rs- 16,0u0 in fuur equal instalments. He furnished his own 
estimate under section ISA (2) and paid Rs- 11,0 H) as advance tax 
in four instalments- His regular assessment for 196'>-61 was 
completed on 1-9-1961, and the tax payable determined at Rs. 
15,000, the tax on the same income at 1959-60 rate s be ng the 
same- In this case, the tax paid in advance falls shmt ‘0 SO ' of 
the tax determined on regular assessment by Rs. 1,000 Ther fore 
interest at 4% per annum is payable by the assessee on Rs- 1,000' 
for 20 months tfrom 1-1-1960 to 1-9-1961). 

In the case of a newly-set up business, profession or vocation, 
which is assessable on the income of its first previous year in the 
financial year following the financial year in which it is set up, the 
interest is payable only from the 1st April of the assessment year. 

Example. The first accounts of a new business started iix 
June 1959 were made up to 31st March 1960. During the finnieial 
year 1959-60 it paid under section 1SA(3) advance tax amounting, 
to Rs. 11,000. The regular assessment for 19^0 61 was completed 
on 1-9-1961, and the tax payable determined at Rs. 15,000* The 
tax on the same income at 1959-60 rates would have biea thj same- 
In this cas u the tax pud m advance falls shoH ot nO/o ot the tax 
determined on r- guiar assessment by Rs. 1,00 J. There lore interest 
at 4% per annum is piynble by the assessee on Rs. 1,000 lor 17 
months Ifrom 1-4-19)0 to 1-9-196L). 

If as a result of an appeal or a revision or a reference to the 
High Court, the amount on which penal interest is paid is reduced, 
the excess interest, if any, will be refunded with the amount of 
income-tax that is refundable. 

In such cases and under such circumstances as may be pres¬ 
cribed, the Income-Tax Olficer may reduce or waive the interest 
payable by the assessee—section 18A (6). 

(2) Under section 18 A (7), if on making the regular assess¬ 
ment the Income-Tax Officer finds that any assessee has under¬ 
estimated the tax payable by him and thereby reduced the amount 
payable in any of the first three instalments or has wrongly deferred 
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the payment of a part of the tax, he may require him to pay interest 
?at 6 per cent rer annum on the difference between the amount paid 
in each such instalment and the amount which should have been 
paid having regard to the aggregate tax actually paid in advance 
during the year for the period during which the payment was defi¬ 
cient or during which the payment of tax was wrongly deferred ; 

Provided that for the purposes of this sub-section any instal¬ 
ment due before the expiry of six months from the commencement 
of the previous year in respect of which it is to be paid shall be 
•deemed to have become due 15 days after the expiry of the said six 
months. 


Illustration 

An assessee, who^e accounting year ends on 31st December, 
avas requ'red, by an order und^r section 18Avl), to piy during the 
"financial year 1960-61 an advance tax of Rs. 20,000 in four equal 
instalments- He furnished his own estimate and piid the first 
"three instalments of Rs. 2,000 each on 15th June, 15th September 
and 15th December i960. He revised his estimate and paid Rs. 
5,000 as the last instalment on 15th March 1961. 

His regular assessment for 1961-62 was completed on 1st July 
1961 and the tvx p lyable was d termined at Rs. 15,000, the rates 
of tax for 1960-61 and 1961-62 being the same. 

Calculate the penal interest piyable by him. 


The assessee is liable to pay penal interest both under section 
18A(6) and section 18A^7). The amount of interest payable is as 
follows :— 

Under Section 18A{6) ’■ 

Rs. 

80% of the tax determined on regular assessment 
(4/5ths of Rs. 15,000) 12,000 

Less Tax paid in advance under section 18A 11,000 


Deficit tax paid 1,000 

The interest payable on Rs. 1,000 for 6 months (from 1-1-1961 
to 1-7-1961) at 4% per annum is Rs. 20. 

Under section 18A(7) : 

According to the assessee’s own estimate, thp total advance 
tax paid in the financial year 1960-61 is Rs* 11,000. It should 
have been paid in four equal instalments of Rs- 2,750 each. The 
first three inst ilments paid have b *en short by Rs. 750 each. The 
penal interest payable by him under section 18A (7) is therefore as 
follows 
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The first instalment was paid on 15-6-1960, but according to 
the proviso to section 18A (7), it is deemed to be due on 15-7-1960 
(15 days after the expiry of six months from the commencement of 
the previous year)* Therefore, interest on Rs. 750 is due for & 
months (from 15-7-1960 to 15-3“1961). 

The second instalment was paid on 15-9-1960. Therefore 
interest on Rs. 750 is due for 6 months (from 15-9-1960 to- 
15-3-1961). 

The third instalment was paid on 15-12-1960. Therefore 
interest is due on Rs. 750 for 3 months (from 15-12-1960 to 
15-3-1961). 

In other words, interest on Rs. 750 is due for 17 months at 
6% per annum. The amount of penal interest payable under section* 
18A(7) is therefore Rs. 63-75. 

Penalties. 

Besides penal interest, an assessee may be liable to the following 
penalties under section 18 A (9) :— 

(a) Under-estimate of tax payable . If in the course of procee¬ 
dings for the regular assessment the Income-Tax Officer is satisfied 
that an assessee furnished estimates of the advance tax payable by 
him, which he knew or had reason to believe to be untrue, he may 
impose a penalty which may be 1£ times the amount by which the 
tax actually paid falls short of the amount of tax that he is required 
to pay under section 18A (1) or 80% of the tax determined on regular 
assessment whichever is less. 

. (b) Failure to send an estimate under section 18 A (3). Any 
person who has not hitherto been assessed and whose total income 
for the period which would be the previous year for an assessment 
for the following financial year is likely to exceed the maximum 
amount not chargeable to tax in his case plus Rs. 2,500, is required 
to send to the Income- Tax Officer an estimate of the tax payable by 
him and to pay the advance tax accordingly before 15th March. If 
he fails to do so and the Income-Tax Officer is satisfied in the course 
of proceedings in connection with the regular assessment that such 
failure was without reasonable cause, he may impose a penalty equal 
to 14 times 80% of the tax determined ou regular assessment. 

Illustrations 

(1) (a) An assessee was asked to pay tax under section 18A 
amounting to Rs. 12,000. He filed his own estimate and pud 
Rs- 4,000 during the financial year 1960-61. On submission of the 
return for the assessment year 1961-62, the tax payable by him was 
determined at Rs. 5,000 on 1st October 1961. Indicate the rate at 
which interest, if any, is payable to him by Government and also, 
the period for which the interest is payable. 
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(b) Supposing that the tax determined on the completion oi 
the regular assessment in the above case was Rs- 10,000. will the- 
assessee be liable to pay penal inteaest ? If so, indicate the amount 
on which, the rate at which and the period for which interest is to- 
be charged. 

(c) An assessee started business in electrical goods from lst- 
July 1959- He closed his accounts on 31st May I960 and has written^ 
to the Income-Tax Officer that he wants to adopt the year ending. 
31st May as his previous year. Is the assessee liable to pay any tax 
under section 18A if the profits for the period ended 31st May I960- 
on (i) Rs. 5,400 and (ii) Rs- 9 600 ? 

If any tax under section 18A is payable, indicate the last date 
by which he should pay the tax and the amount of income on which 
the tax should be paid. 


(a) As the amount of tax paid by the assessee under section- 
18A does not exceed the amount determined to be payable on* 
regular assessment, no interest is payable by Government to the 
assess e. 

(b) As the amount of tax paid by the assessee (Rs. 4,000) is 
less than Rs. 8,000 (i. e., 80% of Rs. 10,000 being tax determined' 
to be payable by him on regular assessment) the assessee has to pay 
penal interest at 4% per annum from 1st Januaiy 1961 to 1st 
October 1961 on Rs. 4,000 being the amount of deficit tax. 

(e) He need not pay tax under section 18A if his income for 
the period ending 31st May 1960 is only Rs* 5,400. If, however? 
the income is Rs- 9,6U0 he shall have to pay tax under section 18A 
on the entire sum on or before 15th March 1961 because the profits 
will be assessed in the assessment year 1961-62 for which the 
section 18A year will be 1960-61. 

(2) Four instalments of Rs. 3,000 each are payable by an* 
assessee during the financial year 1960-61 under section 18A. The 
payments are made by him as follows :—Rs* 3,000 on 15-6-1960 ; 
Rs. 3,000 on 15-9-60 ; Rs. 3,000 on 15-12-1960 ; Rs. 3,000 on 
15-5-1961. 

If the assessment for the year 1961-62 is completed on 
15-5-1962 and the tax payable is ascertained to Rs. 8,000, what 
interest would you allow tu tha assessee under section 18A(5) ? 


The payment made after the close of the financial year, 
namely : on 15-5-1961 is to be ignored- Interest under section* 
18A(5) is payable only on the excess of the instalments paid during 
the financial year 1960-61 (Rs. 9,000) over the tax determined on- 
regular assessment (Rs. 8,000), that is to say, on Rs. 1,000 only. 

Therefore the interest payable under section 18A(5) is simple- 
interest at 4 per cent per annum on Rs. 1,000 for the period from* 
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1-4-1961 to 15-5-1962 i. e-, from the beginning of the financial 
year next following to the date of the regular assessment. 


(3) An assessee was last assessed for 1957-53 on a loss of 
Rs- 50,000. He fihd returns for the subsequent years. The 
Income-tax Officer made an assessment under sec: 23-B for 1961-62 
•on an income of Rs- 1,00,000 on the basis of the return. In June 
1961, the Income-tax Officer issued a Demind Notice imd j r section 
18-Atl) on the bas s of the provisional assessment for 1961-62- 
The assessee cont aids that so long as no regular assessment is made 
subsequent to 1957-58 the Income-tax Officer was not competent to 
make a Demand under section lS-A(l): 

Discuss the correctness of the assessee's stand. 


Under section 23E, the Income-Tax Officer does not determine 
the total iucome of the assessee. He merely calculates in a 
summary manner the tax payable by the assessee on the basis of 
his return- 

But under section 18A(l) the Income-Tax Officer has to make 
a demand based on th; ‘t^til income’ of the latest previous year in 
respect of which he has been assessed. The tax piyable under 
section 23B cannot be the basis of a demand under section 18A(1) 
because the total income is not d itermined under section 23B. The 
demand made by the Income-Tax Officer on the basis of the 
provisional assessment for 1961-62 is therefore illegal and the 
assessee's stand is correct. 


(4) On regular assessment for the year 196061 completed on 
31st March 1961, the total tax payable by an assessee was found to 
be Rs- 2,00.000. It is seen that the assessee was required under 
section 18A(l) to pay advance tax of Rs. 1,20,000, but he submitted 
his own estimate under section 18A(2) and paid Rs. 1.00,000 
tax according to that. Calculate the Interest recoverable from the 
assessee under section 18AJ5). The rates of tax for 1959-60 and 
1960-61 were the same. 

Assuming that the estimate furnished by the assessee was 
deliberately kept low so that penalty under section 18A(9) is 
leviable, calculate the maximum penalty leviable- 


Where the estimate of advance tax paid by an assessee turns 
out to be less than 80% of the tax de ermined on regular assess - 
ment, he has to pay pnal interest at 4% per annum (simple! from 
1st January of the financial year in which the tax was paid to the 
•date of regular assessment, upon the amount by which the advance 
Tax paid by him .alls short of the said 80%. 
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As the rates oi tax for 1959-60 and 1960-61 are the same, the 
interest chargeable under section 18A(6) will be calculated as 
follows :— 

Rs 

80% of the tax determined on regular assessment 1,60,000 

Tax paid under section 18A 1,00,000 

Deficit Tax 60,000 

Therefore interest chargeable under section 18A(6) will be at 
4% per annum on Rs. 60,000 for 15 months from 1st January 1960 
to 31st March 1961. The amount of this interest comes to 
Rs. 3,000. 

If the estimate furnished by the assessee under section 18A 
(2) was deliberately kept low, the maximum penalty leviable under 
section 18A(9) is l 1 / a times the deficit tax paid- The maximum 
penalty will, therefore, be l 1 /* times of Rs. 60,000 = Rs. 90,000. 

(5) For the assessment year 1960-61, Krishna Bros, were 

assessed as an unregistered firm on a total income of Rs. 30,000- 

While completing the assessment, the Income-Tax Officer found 
that no advance tax was paid under section 18A. What action can 
he take for this default in the following circumstances ? 

(a) Supposing Krishna Bros, had been regular assessees on 

his file for a number of years, but he had omitted to 
issue any demand under section 18A(1) to them during 
1959-60. 

(b) Krishna Bros, had been assessed to income-tax for 1948-49 

and 1949-50 but subsequently they had discontinued 
their business and their name was removed from the 
Income-Tax Officer's records- They again restarted 
their business on 1st April 1959- 

(c) They were regular assessees and had been served with 

demand notice under section 18A(l) during 1959-60- 
They, however, pleaded financial stringency in the 
beginning of the year and promised to pay before the 
end of the year if conditions improved. Actually they 
lailed to make any payment in the year 1959-60- 

(d) They were new assessees who started their business only 

on 1st April 1959. As they were new to income-tax, 
they did not know that they had to pay income-tax in 
advance and hence requested to be excused for the 
default- 

fa) They were new assessees who started their business only 
on 1st April 1959, 1 They intended to register their 
firm and they had hlSo duly applied for registration 


17 
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but the Income-Tax Officer had turned down their 
claim- The partners had filed estimates under section 
18A(3) and paid the advance tax as per such estimates. 

(a) Being regular assessees, Krishna Bros, were entitled to 
a demand notice under section 18A (1) lrom the Income-Tax Officer 
and they had no liability to pay advance tax under section 18A 
unless and until such a demand under section 18A(l) was raised 
against them by the Income-Tax Officer. Therefore no action can 
be taken against them for the default. 

(b) A Krishna Bros, had been assessed to income-tax for the 
years 1948-49 and 1949-50, even though thereafter they had 
discontinued their business and had restarted the same again on 
1st April 1959, they were not bound to send any estimate under 
section 18A(3) and pay advance tax. The Income-Tax Officer also 
could not issue any demand under section 18A(1) because Krishna 
Bros, were not borne as assessses on his records. No actioii can, 
therefore, be taken against them for the default- 

(c) When a demand was raised under section 18A(1), it was 
the Income-Tax Officer’s duty to enforce such demand- He should 
have taken action under section 46 for that purpose. Having failed 
to do so and the assessees not having filed any estimate of their 
own under section 18A(2), no action can now be taken during the 
course of 1960-61 assessment for their failure to pay advance tax 
in 1959-60. Not even action under section 18A(0) or 18A(8) can 
be taken. 

(d) As they were new assessees who started their business 
oh 1st April 1959, they were bound to submit their estimate under 
section 18A(3) and pay advance tax. For their failure to do so, 
penal interest under section 18A(8) has to be levied at the time of 
completing the assessment for 1960-61. They will also be liable 
to a penalty under section 18A(9) read with section 28 of the 
Income-Tax Act- In view, however, of their representation the 
penalty need not be the maximum penalty- Their plea ol igno¬ 
rance cannot be an excuse for total exemption from penalty. 

(c) As they are new assessees who have not paid advance 
tax under section 18A(3l, they are liable for penal interest under 
section 18A(8). The bona fides of their intention to pay advance 
tax by the partners have, however, to be accepted, and while 
computing the penal interest under section 18A(8) the taxes paid 
by the partners under section 18A(3) may be taken into account as- 
the advance tax paid by the firm, provided the partners waive their 
claim to interest under section 18A(5) on the advance taxes paid by 
them in their individual assessment. 

Krishna Bros, are also liable for penal action under section 
18Al9)> but in view of their having applied for registration and the 
advance taxes paid ffiy the partners on the assumption that their 
claim lor registration would be accepted, no penalty need be levied. 



ADvaNCE payment of tax 


259 


as their application for registration and payment of advance tax by 
the partners will be taken s'* reasonable cause for their faibve to 
pay advance tax. 

(6) An assessee who was required to pay Rs. 80,000 under 
section 18A(1) paid the same as follows ;— 

Rs- 20,000 on 15-6-1960. 

Rs. 20.000 on 15-10-1960. 

Rs. 20,000 on 15-12-1960. 

Rs. 20,000 on 15-4-1961. 

The regular assessment for 1961-62 was completed on 
15-8-1961, and the tax payable was determined at Rs- 56,000. 
Calculate the interest payable to the assessee under section 18A(5). 

During the financial year, in which tax under section 18A(l) 
was payable, the assessee paid Rs- 60,000. Rs. 20,000 paid on 
15-4-1961 which falls in the assessment year 1961-62 will not be 
taken into account for the purpose of computing the interest 
payable to the assessee under section 18A(5). 

Therefore, interest will be payable to the assessee at 4% per 
annum Rs-40,000 (Rs- 60,000 - Rs- 56,000) from 1-4-1961 to 
15-8-1961 (the date of completion of regular assessment). The 
amount of interest payable would be Rs. 60. 

(7) (a) As against a demand of Rs. 32,000 under section 
18A(1), an assessee paid Rs- 20,000 m four instalments of Rs- 5,000 
each on the basis of his own estimate. On the completion of th^ 
final assessment a demand of Rs. 24,000 was raised and it was 
found that the assessee had knowingly furnished an underestimate 
under section 18A(2). If the rates ot tax were the same in the 
earlier year, what would be the maximum penalty leviable under 
section 18A(9) ? 

(b) An assessee was required to pay section 18A demand in 
four instalments ot Rs. 5,000 each. However, he filed an estimate 
of his total income and on that basis paid three instalments of 
Rs. 3,000 each. The fourth instalment was not paid and no 
revised estimate was filed- The assessment for 1961-62 was 
completed on 31st July 1961 which iesulted in a demand of 
Rs. 20,000* Calculate the penal interest payable by the assessee 
under section 18A(6). 

(a) As 80% of the tax determined on regular assessment is 
Rs. 19,200 and the advance tax actually paid is Rs. 20,000, no 
penalty is leviable under section, ,18A(9). 

(b) As 80% of the tax determined on regular assessment is 
Rs. 16,000 and the advance tax actually paid is Rs- 9,000, there is 
a deficit payment of Rs- 7,000- Therefore, penal interest at 4% 
per annum is pxyable on Rs. 7,000 for 7 months (1-1-1961 to 
31-7-1961) and the amount of interest comes to Rs- 163'50. 
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The Income-Tax Officer is the assessor. He makes assessment. 
The term assessment means the determination of (i) the total income 
of an assessee and (n) the amount of tax payable by him or the 
amount of refund due to him. The assessment procedure is laid 
down in sections 22-29. The assessment procedure begins with the 
issue of notes by the Income-Tax Officer calling for returns of income. 

Return of Income 

A notice under section 22 calling for a return of income is the 
first step in assessment proceedings. There are two kinds of notices. 
One is a general notice to be given every year by the Income-Tax 
Officer between 1st April and 1st May, requiring every person, whose 
total income during the previous year reached the minimum taxable 
limit, to furnish within 60 days a return of his total income and 
total world income in the prescribed form. 

The other is an individual notice to be served on every person 
whose total income in the Income-Tax Officer's opinion renders him 
liable to tax, requiring him to furnish such a return within 30 days 
or more. The individual notice may be issued at any time during 
the assessment year. If an individual notice is not issued during 
the assessment year, and the assessee does not submit a return in 
response to the public notice, the Income-Tax Officer may proceed 
under section 34 to assess the income in a subsequent year. But 
if an assessee, to whom no individual notice had been given, volun¬ 
tarily makes a return after the expiry of the assessment year, the 
Income-Tax Officer may proceed to make an assessment under 
section 23 without having recourse to section 34 at all, for the general 
notice under section 22(1) does not lapse with the end of the fiscal 
year. 

In the case of both general and individual notices, the Income- 
Tax Officer may, in his discretion, extend the date for the delivery 
of the return. 

Any person who fails without reasonable cause to furnish the 
return required by the general notice is liable under section 28(1) 
to a penalty not exceeding 1 \ times the tax payable by him. But 
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no penalty can be imposed on an assessee whose total income is less 
than Rs. 3,500 or on the agent of a non-resident unless he has been 
served with an individual notice. 

Failure to comply with an individual notice issued under 
section 22(2) also attracts penalty under section 28(1), is further an 
olTence punishable with fine under section 51(c), and brings into 
operation the provisions of section 23(4) i, e., an ex parte assessment 
and cancellation of the registration of an assessee firm. 

An assessment may be made upon a return filed in response 
to a general notice. But if a person fails to make a return in 
response to a general notice, no assessment can be made on him 
unless an individual notice under section 22(2) has been served 
upon him. It is only when a person fails to make a return in 
response to an individual notice that an ex parte assessment may be 
made by the Income-Tax Officer under section 23(4). Even the 
penalty under section 28(1) for non compliance with the general 
notice can be imposed only after an individual notice is served, 
assessment is made, and the tax payable is determined, as the penalty 
is not to exceed one and a half times the tax payable, and the tax 
payable can not be determined till the assessment is made and the 
assessment cannot be made till an individual notice is served. Thus 
an individual notice under section 22(2j is a condition precedent to 
the making of any assessment or the levy of any penalty in case of 
non compliance with a general notice. 

Section 22(3) deals with returns filed out of time and with 
revised returns. If a return is not furnished within the time allowed, 
the person bound to furnish the return may furnish it at any time 
before the assessment is made. But failure without reasonable 
cause to furnish th; return within the time allowed may be punished 
with a penalty under section 28(l)(a), even if the return is fur¬ 
nished. If the person who has furnished a return finds any omission 
or wrong statement therein, he may furnish a revised return at any 
time before the assessment is made, but the benefit of this provision 
cannot be claimed by a person who has knowingly made a false 
return. The offence of filing a deliberately false return cannot be 
condoned by the filing of a revised return and a penalty may be 
imposed under section 28. 

Assessment proceedings can be started only by notice either under 
section 22(1) or under section 22(2). Therefore , a return of income 
filed before the issue of a notice under section 22 can never be valid . 

The legislature has declared in unambiguous language that, 
save in special circumstances, the administrative process for assessing 
and collecting income-tax should not be allowed to proceed without 
adequate notice and hearing. These provisions of the law are not 
idle formalities which may or may not be complied with as the 
Income-Tax Officer may desire. On the contrary, they have been 
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enacted with the express object of affording protection to the tax¬ 
payer against arbitrary and capricious assessment. 

Return of Loss. Under section 22(2A), if a person who has 
incurred a business loss in any year, wants the benefit of carry¬ 
forward of such loss in any subsequent assessment year, it is neces¬ 
sary that he should, within the time specified in the general notice 
under section 22(1) or such further tim? as the Income-Tax Officer 
in any case may allow, furnish a return of loss with all particulars 
as in a return of income and have the loss determined. All the 
provisions of the Act relating to a return of income apply to a return 
of loss. 


Provisional Assessment 

As explained above, the advance payment of tax under section 
18A is calculated on the income of the last completed assessment. 
It may therefore happen that the income on which advance tax has 
been paid may be considerably below the income which the assessee 
subsequently shows in his return. In such a case the balance of the 
tax cannot be recovered uutil the assessment is finalised. The 
assessee himself can play with the Income-Tax Officer by making 
petitions for time and by delays in production of evidence, and can 
thus defer the payment of the remaining tax for quite a long time. 

In order to remove such difficulties, the Income-Tax Officer 
is empowered by section 23B to make a summary assessment and 
to determine the tax payable by the assessee on the basis of the 
return filed by him and the accounts and documents (if any) accom¬ 
panying it after giving due effect to the admissible allowances and 
any business loss brought forward from a preceding year. In arriving 
at the tax payable under this assessment, due credit is given for 
any tax deducted at source under section 18 or paid in advance 
under section 18A. 

Any amount paid towards the provisional assessment is deemed 
to have been paid towards the regular assessment, and credit for 
the same is given to the assessee in his regular assessment. 

When making a provisional assessment under section 23B, 
the Income-Tax Officer only determines the tax payable, but he 
does not determine the total income of the assessee. 

Where, however, the advance tax paid by an assessee is likely 
to be greater than that due on the income returned by him, the 
Income-Tax Officer will not make the provisional assessment. 

A firm may be provisionally assessed as if it were an unregis¬ 
tered firm unless it makes an application for registration in time. 
A firm which is already registered must apply for the renewal of 
registration before such provisional assessment is made, while a 
firm which has not yet been regularly assessed must apply for 
registration before the submission of its return of income. 
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A partner of a firm may be provisionally assessed in respect 
of his share in the firm's profits, if its return has been received, 
although the return of the partner himself may not have been 
received. 

There is no right of appeal against a provisional assessment, 
and the amount of tax determined by a provisional assessment must 
be paid within the time specified in the notice of demand, otherwise 
the assessee will be liable to a penalty which may be as great as the 
amount of tax due from him. 

Regular Assessment 

Section 23, under which regular assessments are made, provides 
for three kinds of assessment. 

1. On the basis of return : 

Under section 23(1), where the Income-Tax Officer is satisfied 
about the correctness and completness of the return without requir¬ 
ing the presence of the assessee or the production by him of any 
evidence, the assessment is made on the basis of such return. 

2. On the basis of evidence produced : 

Under section 23(3), where the return of income is believed to 
be incorrect the assessment is made after an inquiry. If the Income- 
Tax Officer does not accept the return as correct and complete, he 
must serve a notice, under section 23(2), on the assessee requiring 
him on a date therein specified either to attend at the Income-Tax 
Office or to produce through a representative any evidence in 
support of his return. If the Income-Tax Officer wishes the assessee 
to attend personally, he can insist on this by issuing an order under 
section 37. 

Sections 37, 22(4) and 38 empower the Income-Tax Officer to 
•call from the assessee such information as he may require. The 
provisions of these sections are as follows :— 

Section 37 confers on the Income-Tax Officer, Appellate Assis¬ 
tant Commissioner, Commissioner and Appellate Tribunal the same 
powers as are vested in a court under the Code of Civil Procedure, 
1908, when trying a suit in respect of the following matters namely : 

(a) Discovery and inspection ; 

(b) Enforcing the attendance of any person (including any 

officer of a banking company ) and, examining him on 

oath ; 

(c) Compelling the production of books of account and other 

documents ; 

(d) Issuing commissions. 
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Under section 37(2), the Income-Tax Officer, if so authorised 
by Commissioner, may enter buildings, search the premises and seize 
any documents, take notes and so on which may be useful for, or 
relevant to, any proceedings under the Act, The provisions of the 
Code of Criminal Procedure, 1898, relating to searches shall apply to 
searches under this section. 

Note : An income-tax inspector has no power under any law 
to enter business premises and to examine books of account kept 
there. 

According to section 37(4), any proceeding before any income- 
tax authority referred to above shall be deemed to be judicial pro¬ 
ceeding within the meaning of sections 193 and 228 and for the 
purposes of section 196 of the Indian Penal Code, 1860. 

Though these authorities do not strictly act as courts of law, it 
is clear that they act in a quasi-judicial capacity. The Income-fax 
Officer may draw inferences and consider evidence, which may not 
be admissible under the Evidence Act. Though the Income-Tax 
Officer is not a court he must proceed in a judicial manner and coinc 
to a judicial conclusion upon properly ascertained facts. He must 
proceed without bias and must give sufficient opportunity to the 
assessee to place his case before the department ; he must conduct 
himself in accordance with the principles of justice, equity and good 
conscience. 

Under section 22(4), the Income-Tax Officer is empowered to 
call upon any person who has made a return under section 22(1) or 
upon whom a notice under section 22(2) has been served :— 

'(a) To produce such accounts and documents as the Income- 
Tax Officer may require, or 

( b) To furnish in writing and verified in the prescribed man¬ 
ner information in such form and on such point or 
matters as the Income-Tax Officer may require. This 
power includes the power to call for a statement of 
all assets and liabilities not included in the accounts, 
known as a “ wealth statement ”. But two restrictions 
have been imposed on this general power, namely, the 
information asked for should be limited to the purpose 
of assessment, and a wealth statement can be called 
for only with the previous approval of the Commissioner. 

A statement of wealth is usually called for once in three or 
four years from all big assessees and also in cases where large 
concealments are being investigated. The statement gives particulars 
of all investments and assets owned by the assessee, whether shown 
in the accounts or outside them. By calculating the growth of 
wealth between two points of time the Income-Tax Officer can form 
an estimate of actual income (after allowing for capital receipts, 
personal and other expenditure, etc.). There might also be certain 
assets from which income has not been correctly returned. 
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If the assessee does not produce the accounts, documents and 
any other information (including a wealth statement) asked for, 
the Income-Tax Officer is empowered by section 37 to enforce their 
production. Once the accounts and documents are produced, the 
income tax authorities (Income-Tax Officer, Appellate Assistant 
Commissioner, Commissioner and Appellate Tribunal) are now 
given the power by section 37(3) to impound and retain the books 
and documents produced, but it is subject to the following limita¬ 
tions, namely : 

(a) It must be exercised according to the rules made in this 

behalf; 

(b) An Tncome-Tax Officer cannot impound books and 

documents without recording his reasons for doing so, 
and he cannot retain them in his custody for more 
than 15 days (exclusive of holidays) without the appro¬ 
val of the Commissioner. This limitation does not 
apply to other income-tax authorities. 

Under section 38, the Income-Tax Officer or the Assistant Com¬ 
missioner may require any person (including a banking company 
or any officer thereof) to furnish information in relation to such 
points or matlers, or to furnish statements of accounts or affairs 
giving information in relation to such points or matters as, in the 
opinion of the Income-Tax Officer or the Assistant Commissioner, 
will be useful for, or relevant to, any assessment proceeding. 

A bank would be bound to furnish a return under this section 
even as any other person. Failure on the oart of the assessee to 
furnish the return or information called for under this section is 
punishable as an offence under section 51(c). 

Where the services of chartered accountants are employed by 
assessees, those services are utilised to the fullest extent by Income- 
Tax Officers. Where a statement of profit and loss and a balance 
sheet filed by an assessee have been certified as correct and complete 
by such an accountant, the Income-Tax Officer will, unless he sees 
reasons to the contrary and entirely at his discretion accept them as- 
correct and complete, although he will frequently have to call for 
details showing how various figures are made up. In such cases, 
however, the accountant himself, who is authorised by the assessee 
to appear on his behalf, will normally be asked to supply the 
details. 

The proviso to section 22(4) prevents an Income Tax Officer 
from calling upon an assessee to produce books of accounts going 
back for a period of more than three prior years to the previous year 
on the profits of which the assessment is based. When, therefore, the 
Income-tax Officer is assessing or reassessing the income of a past 
assessment year, the period of threq years is counted from the previ¬ 
ous year in respect of such past assessment year.* This limitation 
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applies merely to books of account ; it does not apply to documents. 
No limitation is placed by the Act upon the power of the Income- 
Tax Officer to call for documents of any date. 

Section 22(4) empowers the Income-Tax Officer to call for such 
accounts and documents as he may require, and section 23(2) gives to 
the assessee the right to produce any evidence that he may wish to. 
A combined notice under section 22(4) and 23(2) is valid. 

If the assessee complies with the notice issued under section 
23(2) and produces evidence, the Income-fax Officer must hear such 
evidence. As stated above, the Income-Tax Officer cannot call for 
accounts relating to a period earlier than three years prior to the 
previous year ; but it has been held that, when inquiring into the 
correctness of the statements made by the assessee in his return, the 
Income-Tax Officer may, in exercise of his powers under sections 
23(3) and 37, call for accounts of a period more than three years 
prior to the previous year. 

Where the method of accounting employed by an assessee is 
improper, the Income-Tax Officer can reject that method under the 
proviso to section 13 and compute the income on a basis and in a 
manner of his own choice in the due exercise of his discretion. If, 
on the other hand, the account books are unreliable, incorrect or 
incomplete, the Income-Tax Officer may reject such account books 
under section 23(3), though this sub-section does not confer the 
power in express terms. 

If the account books are rejected the Income-Tax Officer is 
justified in making an assessment on the basis of a flat rate of profit. 
The-flat rate may be applied to the turnover or gross receipts as 
shown by the books of the assessee or as estimated by the Income- 
Tax Officer himself. The Income-Tax Officer may add a lump sum 
as representing undisclosed income and may include in the total 
income any cash credits appearing in the accounts, if such cash 
credits have not been properly explained by the assessee. The 
Income-Tax Officer may, in the absence of any better evidence, fall 
back on the past assessments of the assessee ; he may also take into 
consideration the extent of the assessee’s business in the relevant 
accounting year, recent investments and acquisitions made and 
expenditure incurred by the assessee, and local knowledge and repute 
in regard to the assessee’s circumstances. 

The Income-Tax Officer may rely on privates ources of infor¬ 
mation and these sources he is not bound to disclose to the assessee. 
There is nothing in the Act itself which requires the Income-Tax 
Officer to disclose to the assessee the material on which he proposes 
to act or to refer to it in his order, but natural justice demands that 
he should draw the assessee’s attention to it before making the order. 
Information which the Income-tax Officer has received may not 
always be accurate, and it is only fair that he should give the asses¬ 
see an opportunity*of showing, if he can, that the Income-Tax Officer 
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has been misinformed, but the Income-Tax Officer is not bound to 
-disclose the source of his information. 

It is true that the Income-Tax Officer has very wide powers 
.and is not fettered by technical rules of evidence ; but there is one 
overriding restriction on his judgment, and that is that he must act 
honestly on the material, however inadequate, before him, and not 
"vindictively, capriciously or arbitrarily. When making an assess¬ 
ment under section 23(3), the Income-Tax Officer is not entitled 
to make a pure guess without any evidence or any material at all. 
There must be something more than bare suspicion to support an 
-assessment. 

It is sometimes urged that in the making of assessments the 
benefit of doublt should be given to the assessee ; but the principle, 
"which applies to criminal law, can be invoked only to a limited 
extent in the administration of income-tax law. In the application 
-of criminal law, every person is presumed to be innocent unless he 
is proved to be guilty. The burden of proving that the accused is 
guilty should be fully discharged by the prosecution. If there is 
any doubt at any stage, the accused cannot be declared guilty. In 
income-tax law, with regards to facts, the burden of proof rests fully 
on the assessee, who is the person having full knowledge of the 
details of his income. So, if there is any doubt on a question of 
fact, the assessee does not fully discharge his onus, and the benefit 
•of doubt will go to the revenue. However, if there is any doubt in 
the interpretation of law, the benefit must go to the assessee, because 
a taxing law must be construed strictly and in favour of the subject, 
who cannot be required to pay what is not indisputably due under 
the provisions of the law. 

Onus of Proof. When a person is bound to prove the existence 
•of any fact, it is said that the burden or onus of proof lies on that 
person. The general rule of evidence, as enunciated in section 101 
-of the Evidence Act, is that the burden of proof lies on the person 
who substantially asserts the affirmative and not upon the party who 
denies it. In income-tax proceedings, the burden of proof goes on 
shifting from the assessee to the Department and vice versa, according 
to the issues involved and according to the progress of the case, and 
it can best be illustrated by examples. 

The burden of proof in the following cases lies on the 
assessee :— 

(a) That income is exempt from tax under one or the other 

provision of section 4(3). 

(b) That he is entitled to the allowance claimed. 

( c) That a genuine instrument of partnership has been 

executed. 

(d) That an item of income is casual. 

(e) That the control and management of the Hindu undivided 

family is wholly outside India and that it is consequently 

not resident. 
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Regarding cash credits, where an assessee fails to prove satis¬ 
factorily the source and nature of such credits, the Income-Tax 
Officer is entitled to draw the inference that the credits or receipts 
are of an income nature. The burden of proving the source of cash 
credits standing in the assessee’s accounts is on him. 

In the following cases, on the other hand, the burden of proof 
is on the Department ;— 

(a) That the penal provisions of law are attracted. 

i b) That a particular income is liable to lax. 

(c) That there has been a change in the method of accounting. 

( d) That income has escaped assessment. 

(e) That the case falls within the ambit of section 23A. 

(/) That a transaction is a sham one or that the person in 
whose name the property stands is not the real owner 
but is a benamidar. 

Fresh hearing. Where an income tax authority ceases to have 
jurisdiction and is succeeded by another before the completion of 
any proceeding, the successor may continue the proceeding from 
the stage at which the proceeding was left by his predecessor. But 
section 5(7C) gives to the assessee a right to demand that before the 
proceeding is so continued the previous proceeding or any part 
thereof be reopened or that before any order for assessment is passed 
against him he be re-heard. 

3. Ex-parte or best judgment assessment. 

Assessment completed by the Income-Tax O hcer under section 
23 (4) to the best of his judgment is called an ec-part ? assessment. 
The circumstances in which such an assessment is made are as 
follows :— 

(a) Where an assessee has failed to make a return of income 

as required by notice under section 22(2) within the time 
allowed and in the manner required by such notice, and 
has not made a return or a revised return under section. 
22(3) ; 

(b) Where he has failed to comply with all the terms of a 

notice issued under section 22(4) for the production of 
accounts and documents ; 

(c) Where, having made a return, he fails to comply with all 

the terms of a notice issued under section 23(2) for 
attendance or production of evidence. 

In these circumstances, the Income-Tax Officer has to make an 
assessment to the best of his judgment against a person who is in 
default as regards supplying information. The Income-Tax Officer 
must not act dishonestly or vindictively or capriciously because he 
has to exercise judgment in the matter. He must make what he 
honestly believes to be a fair estimate of the proper figure of assess- 
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oient, and for this purpose he may take into consideration local 
knowledge and repute of the assessee’s circumstances ^and his know¬ 
ledge of previous returns by and assessments of the assessee and all 
other matters which he thinks will assist him in arriving at a fair and 
proper estimate ; and though there must necessarily be guess work in 
the matter, it must be honest guess work. 

In making an ex-parte assessment, the Income-Tax Officer, 
though not bound by strict judicial principles, should be guided by 
rules of justice, equity and good conscience. The assessment should 
be reasonable and should not proceed purely on the officer’s private 
opinion to the exclusion of the material before him. 

Consequences of ex-parte assessment. The consequences of an 
ex-parte assessment are that the assessee is liable to a panalty under 
section 28(l)(a) or (b) as the case may be or to a fine on conviction 
before a magistrate under section 51(c) or (d). In case the assessee 
is a registered firm, the Income-Tax Officer may refuse to register it 
or may cancel its registration if it is already registered, provided the 
registration of a firm shall not be cancelled until 14 days have 
elapsed from the issue of a notice by the Income-Tax Officer to the 
firm intimating his intention to cancel its registration. 

Legal remedies open to the assessee . In the first place the assessee 
may take steps to get the ex-parte assessment set aside. For this 
purpose he has to submit an application to the Income-Tax Officer 
under section 27. If the Income-Tax Officer refuses to cancel the 
assessment, the assessee may prefer an appeal to the Appellate 
Assistant Commissioner against the order of the Income-Tax Officer 
under section 27. If the appeal is not allowed, the assessee can 
file a second appeal against the order of the Appellate Assistant 
Commissioner before the Appellate Tribunal. If he is unsuccessful 
before the Appellate Tribunal also, there is no other remedy open 
to him unless he can show that some question of law arises from 
the order of the Tribunal which is not ordinarily possible. If a 
question of law does arise, he can request the Tribunal under 
section 66(1) to state the case to the High Court on that question 
of law. If the Tribunal refuses to state the case, the High Court 
can be approached under section 66(2) for requiring the Appellate 
Tribunal to state the case and refer it to the High Court. If the 
decision of the High Court on the question of law referred to it 
is against the assessee, he can submit an appeal to the Supreme 
Court if the High Court certifies the case to be a fit one for appeal 
to the Supreme Court. If the High Court does not so certify, the 
assessee can go before the Supreme Court for special leave to appeal. 

Secondly, the assessee may take steps to get the ex-parte 
assessment modified. For this purpose he has to file an appeal 
before the Appellate Assistant Commissioner against the quantum 
of the assessment. If the required relief is not given by the Appellate 
Assistant Commissioner, the assessee can file a second appeal before 
the Appellate Tribunal against the judgment of the Appellate 
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Assistant Commissioner. If the assessee is unsuccessful before 
the Appellate Tribunal also, the procedure for getting the required 
relief is the same as in connection with the cancellation of the 
assessment. 

Alternatively, the assessee may, if he so chooses, approach 
the Commissioner of Income-Tax under section 33A(2) for can¬ 
cellation of the order passed by the Income-Tax Officer under 
section 27 and/or for the modification of the assessment. He can 
also file revision applications under section 33A(2) before the 
Commissioner against the order passed by the Appellate Assistant 
Commissioner in case he had preferred appeals against the orders 
of the Income-Tax Officer under sections 21(4) and 27 and been 
unsuccessful. Revision lies to the Commissioner of Income-Tax 
only in respect of orders passed by authorities subordinate to him. 
For this purpose, the Income-Tax Officer and the Appellate Assistant 
Commissioner are subordinate to the Commissioner. In case the 
assessee is not successful in getting the relief sought for by him 
from the Commissioner, no further legal remedy is available to him 
unless he can make out a case for the issue of directions in the 
nature of orders or writs by the High Court under Article 226 of 
the Constitution. 

Notice of Demand. 

Under section 29. on the completion of an assessment, the 
Income-Tax Officer serves upon the assessee a notice specifying the 
amount payable and the date by which the payment is to be made. 
The notice of demand is accompanied by a copy of the assessment 
order. 

' An assessee may be unable to make any payment for various 
reasons. He may have no ready cash. If he satisfies the Income- 
Tax Officer or the Inspecting Assistant Commissioner, and, in suit¬ 
able cases, the Commissioner, he can be allowed to pay in instal¬ 
ments, so that he may get over his difficult cash position. 

Cancellation of Assessment. 

In certain circumstances the Income-Tax Officer has to make 
a best judgment assessment against an assessee. Section 27 enables 
the assessee to apply to the Income-Tax Officer to cancel the best 
judgment assessment and to make a fresh assessment, but the 
cancellation can only be on any of the following grounds :— 

(a) That the assessee was prevented by sufficient cause from 

making the return required by section 22, or 

(b) That he did not receive the notice issued under section 

22(4) or section 23(2), or 

(c) That he had not a reasonable opportunity to comply, or 

was prevented by sufficient cause from complying, with 
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the terms of the notice issued under section 22(4) or 
section 23(2). 

It is for the assessee to show cause and for the Income-Tax 
Officer to be satisfied that the cause shown is a sufficient one. If 
the Income-Tax Officer is so satisfied, he must cancel the assessment. 

The application for the cancellation of assessment must be 
made within one month from the date of service of the notice of 
demand. 

An assessee can appeal under section 30 against a best judg¬ 
ment assessment only on the ground of the amount of income 
assessed 1 and not bn the ground that the best judgment assessment 
is invalid because he was prevented by sufficient cause from comply¬ 
ing with the notice. If the assessee wants to have the assessment 
set aside on the ground of sufficient cause of non-compliance with 
the notice, his remedy is under section 27. If the assessee applies 
under section 27, but the Income-Tax Officer refuses to cancel the 
assessment and to make a fresh assessment, the assessee may appeal 
against such refusal to the Appellate Assistant Commissioner under 
section 30. 

Additional Assessment 

r lhe normal procedure of assessment is that an assessee submits 
a return of income to the Income-Tax Officer and places his accounts 
and other evidence before him, and the Income-Tax Officer after 
examining the accounts and evidence comes to a finding and makes 
the assessment. All this must result in the correct amount of tax 
being found payable by the assessee. There is, however, the erring 
human element on both sides. There is the likelihood of conceal¬ 
ment and faking of accounts and evidence by the assessee resulting 
in a smaller assessment, and there is also the likelihood of an 
excessive assessment being imposed by the Income-Tax Officer. 

The assessee has his remedies against the arbitrary or in¬ 
correct findings of the Income-Tax Officer, and it is only fair that 
the Revenue should have powers to impose additional assessments 
when there has been an escapement or an under-assessment of 
income. 

Section 34 gives power to the Income-Tax Officer to assess 
income which escaped assessment or was under-assessed in the 
relevant assessment year, and also to revise the loss or depreciation 
allowance computed by him in excess of the proper amount. This 
supplementary assessment may be made in two circumstances, 
namely :— 

J (a) Under sectioit 34(1) (a), where the Income-Tax Officer has 
1 reason to believe that, owing to the assessee’s failure to 
make a return or to disclose full particulars of his income, 
the ihcome has Wholly or partially escaped assessment or 
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excessive relief has been granted or excessive loss or 
depreciation allowance has been computed. 

( b ) Under section 34(l)(b), where the Income-Tax Officer has 

reason to believe , in consequence of information in his 
possession, that income has wholly or partially escaped 
assessment. 

A person cannot be said to have omitted or failed to disclose 
something if he had no knowledge of such thing. The words 
“omission or failure to disclose fully and truly all material facts” 
in section 34(1 )(a) therefore cover only the cases where the assesses, 
knowing all the material facts, does not mention them fully and 
truly ; in other words, he deliberately withholds information or full 
information. 

It has been judicially held that section 34(1) is to be construed 
as follows ;— 

(а) Section 34(l)(a) only requires that the Income-Tax 
Officer must have reasons to believe that on account of the failure 
of the assessee to make a return or to disclose full and material 
particulars, income has wholly or partly escaped assessment. This 
is a subjective test showing that the belief must be that of an honest 
and reasonable person based upon reasonable grounds which how¬ 
ever, would exclude his acting on mere suspicion, gossip or rumour. 

(б) The word “information” in section 34(l)(b) includes 
information as to the true and correct state of the law and so would 
cover information as to relevant judicial decisions. Where an 
exemotion was granted by the income-tax authorities on the ground 
that the law was to be applied in a particular manner, and if it was 
subsequently held by an authoritative decision that the law applicable 
was different, then that was sulficient information which would 
warrant a reopening of the assessment under section 34(1 )(b). 

(c) The word “escape” in section 34(1 )(b) is not confined to 
cases where no return has been submitted by the assessee or where 
income had not been assessed owing to inadvertence or oversight or 
other lacuna attributable to the assessing authorities. Even in a 
case where a return has been submitted, if the Income-Tax Officer 
has erroneously failed to tax a part of the assessable income, it is a 
case where that part of the income has escaped assessment. 

( d ) Two conditions must be satisfied before the Income-Tax 

Officer can act under section 34(l)(b), namely : (i) he must receive 

the information after the original assessment, and (ii) the informa¬ 
tion must lead him to the belief that income has escaped assessment 
or full assessment (35 I.T.R. 1). 

This section applies in respect of income-tax as well as super¬ 
tax, and where a supplementary assessment js made under this 
section both income-tax and supertax may be recovered from the 
assessee on the basis of such supplementary assessment. The fact 



ASSESSMENT PROCEDURE 


273 


that an assessment has become final in appeal would not preclude 
the Income-Tax Officer from exercising his powers under this section. 
Reassessment proceedings may be taken more than once under this 
'section in respect of the same assessee for the same assessment year 
{26 I.F.R. 637). 

Section 23 contemplates that the Income-Tax Officer should 
4nake a complete assessment on the basis of the total income of an 
'.assessee. It is not open to him to make assessments piecemeil, and 
in a case where the Income-Tax Officer has proceeded to assess one 
part of the income and has decided to assess the rest of the income 
•on a later dite, he cannot rely on the provisions of section 34 for 
the purpose of reopening the assessment (22 l.T i<. 539). 

Procedure under Section 34. When an Income-Tax Officer 
wants to start proceedings under this section, he must give a notice 
to the assessee. If a notice under section 31 embodies any of the 
requirements of section 22(2), it must at the same time permit the 
assessee to c imply with that requirement within a period of not less 
than 30 days. 

Where there is no default on the part of the assessee, but the 
Income-Tax Officer has reason to believe that income has wholly or 
partially escaped assessment, the time limit for giving the notice 
under this section is Jour years from the end of the relevant 
assessment year. A year’s extension of this time-limit is allowed 
for completing the additional assessment. 

This time-limit does not, however, apply to a reassessment 
under section 27 or to an assessment or a reassessment nude by 
reasons of an appeal, revision or reference under sections 31, 33, 
33A, 33B, 66 or 66A. 

There is no time-limit for reopening the assessment in cises 
where there is some default on the part of the assessee, but this is 
subject to the following provisions, namely : 

(1) No assessment for any years earlier than 1940-41 can be 

reopened. 

(2) There is no time limit for the completion of an assess¬ 

ment or a reassessment. 

(3) In cases which are not more than 8 years old, before 

issuing a notice under this section, the Income-Tax 
Officer must record his reasons for so doing and must 
obtain the previous approval of the Commissioner of 
Income-Tax for the proposed action. 

(4) In cases which are more than 8 years old, the Income-Tax 

Officer can issue a notice under this section only (a) 
when the amount of income which has'escaped tax is 
not less than Rs. 1,00,0 >0 for one or more yeairs, and 
(b) when he has recorded his reasons for doing so and 


18 
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has obtained the previous approval of the Central Board 
of Revenue. 

The provision relating to settlement will continue to be effective 
in respect of cases of tax evasion during the last war. If an assessee 
desires to have his case settled, he may apply, within 6 months from 
the receipt of notice under section 34, to the Central Board,of 
Revenue which has got the power to make a settlement. Any settle¬ 
ment so made shall be final. 

No notice can be issued for any year, after the expiry of two* 
years from that year, if the person on whom the assessment or 
reassessment is to be made is a person deemed to be the agent of a 
non-resident. 

The tax is to be charged at the rate at which it would have been 
charged if the income had not escaped assessment or full assessment, 
as the case may be. In the case of deliberate concealment of income, 
a penalty amounting to 1 \ times the tax that would have been avoided 
can also be imposed. 

When an assessment starts with a notice under this section, all 
the relevant provisions of the Act apply as effectively as where the 
assessment starts with a notice under section 21(2) in the ordinary 
course. Thus, if a return made by the assessee in response to a 
notice issued under section 34 is not accepted, the assessee must be 
given an opportunity of being heard as be would be under sccLion 
23 in original assessment proceedings. Similarly, if the assessee 
fails to om, lv with a notice calling upon him to make a return or 
to produce his books of account or other documents in the course 
of proceedings under section 34, an ei-parte assessment may be made 
under section 23(4) read with section 34. 

Moreover, where an assessment was based on an estimate 
under section -3(4), the Income-Tax Officer lias the ] ower to revise 
the estimate and make an additional assessment under section 3■», 
if there is material to show that the first estimate was toj low and 
consequently the income was under assessed. 

When notice is issued to an assessee under section 34 to tax 
some sources of income as having escaped assessment, he cannot 
claim to reopen the whole assessment and seek to be allowed credit 
in respect of some item which has been over-assessed. He can, 
however, show that the income alleged to have escaped assessment 
has in fact not escaped assessment but has been brought in under 
some inappropriate head. 

If, in reassessment proceedings under section 34, it is found 
that 'actually there is a loss which the assessee could have carried 
forward,' the assessee is not entitled to claim that the Income-Tax 
Officer should pass an order under section 24 (3) notifying the Joss. 
(18 L T. 906). 

Principle of “Res Judicata”. The expression tcs judicata.** is 
of Latin origin. ‘Res’ means a ‘thing’ and ‘judicata’ means ‘that is- 
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already decided’. The expression therefore means a thing which is 
already decided. The principle of res judicata means that when a 
court has heard and finally decided a suit or issue, it cannot try a 
subsequent suit or issue in which the matter already decided is 
directly in issue and between the same parties. 

The doctrine of res judicata, which is applicable to decisions of 
civil courts, does not apply to income-tax proceedings so as to 
prevent a decision in a prior year from being reopened in a subse¬ 
quent assessment year. This is so because the Income-Tax Officer is 
not a court except for the purposes specified in section 37 of the 
Income-Tax Act. 

Though the Income-Tax Officer is not bound by the principle 
of res judicata, he can reopen a question already decided only if fresh 
facts come to light , which would enable him to reach a conclusion 
different from that reached previously [Sankaralinga Nadar v. C./.T., 
Madras). 


Emergency Assessment 

Section 24A deals with emergency assessment of persons who 
are likely to leave India without intending to return back. In the 
assessment of such persons the normal procedure is departed from. 
The usual method of assessment is that tax is levied on the income 
of the previous year and the assessment proceedings begin after the 
close of the previous year, with a public or individual notice calling 
for a return of income, giving a minimum time of 3 ) days for its 
submission. Obviously all this procedure cannot be adopted in the 
case of a person who is about to leave India shortly. 

Therefore section 24A provides that where a person is intending 
to depart during the course of the current financial year or shortly 
after its expiry, he may be assessed at short notice, giving him only 
a week’s time for filing a return. The notice may be given at any 
time during the course of the financial year when it comes to the 
notice of the Income-Tax Officer that the assessee is about to leave 
India. 

The assessee can be assessed in respect of the income of the 
current year or the broken part of the current year as the case may 
be in addition to that of the previous year or previous years if he 
has not already been assessed far the previous yeir or years in the 
usual course. As regards the period from the expiry of the last of 
such previous years to the prooable date of departure the Income- 
Tax Officer should estimate the total income and assess it at the 
rates in force for the year in which the assessment is made. 

This section provides an exception to the general rule that 
assessments are made on the income of the previous year and it is 
designed to bring temporary residents, such as touring theatrical 
companies, etc., under assessment. 
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Assessment of the Dead 

Section 24B, which deals with the assessment of the dead, does 
not expect the departed soul to come back to this earth to comply 
with income-tax notices. It is only the executor, administrator or 
other legal representative of the deceased person, who is held liable 
for the settlement of all income-tax dues of the deceased. 

The executor, administrator or other legal representative of a 
deceased person is treated as the assessee for the purpose of assess¬ 
ment on the total income of the deceased person. The liability of 
the executor, administrator or other legal representative is, hovvever, 
confined to the extent to which the estate is capable of meeting the 
tax due. The liability of the estate would subsist not only where 
an assessee dies after assessment without paying the tax, but also 
where he dies before an assessment is made and tax determined. 

The right to assess an executor, administrator or other legal 
representative is available not only in regard to an original assess¬ 
ment under section 23 which could have been made against the 
deceased, but also in regard to income that has escaped tax in the 
hands of the deceased. Proceedings under section 34 can be started 
against the executor, administrator or other legal representative in 
respect of income that has escaped tax, but subject to the time limit 
prescribed in section 34 and the procedure applicable would be the 
same as that required to be adopted against any other assessee. 

Penalty proceedings cannot be started against the representative 
for any default committed by the deceased, nor can pending penalty 
proceedings be continued against the representative after the death 
of the original assessee. But the representative, being an assessee 
within the meaning of the Act, would be liable to a penalty for his 
own default. 

Section 2413 places the executor, administrator or other legal 
representative in the position of the deceased only in regard to the 
assessment of income that would hive been assessed in the hands 
of the deceased persoD. 

The income that accrues after death no longer belongs to the 
deceased, but it belongs to the successor or successors. Therefore 
the assessment in respect of the income accruing after death will be 
made on the persons who are entitled to it. 

Assessment of a Minor 

The section dealing with the assessment of the guardian of a 
minor is section 40. A minor can be assessed personally and not 
only through a guardian. Liability to be assessed exists for a 
minor as it does for a perron of full age. Where a guardian of the 
minor has been appointed to hold control of the minor’s inepme or 
property, the assessment will be nnde through the guardian ; but 
where there is no guardian appw&ed for the minor and the minor 



ASSESSMENT PROCEDURE 2tT 

himself has control of his own affairs, he will be assessed and 
charged direct. 

The liability of a minor arises under section 3, which says that 
income-tax is charged at a certain rate fixed annually on the income 
of a previous year on every individual, Hindu undivided family, 
company and local authority and every firm and other association 
of persons or the partners of the firm or the members of the associa- 
tion individually. A minor comes under the heading individual. 

Representative Assessment 

Sections 40 and 41 deal with representative assessment, i. e. r - 
assessment of income made on the representatives instead of on the 
person to whom the income belongs. Examples of representatives 
are executory administrators, heirs, guardians, trustees, etc. 

Section 40(1) deals with cases of guardians and trustees of 
persons who are minors, lunatics or idiots and makes a special 
provision that though in such a case the tax is levied upon and 
recoveiable from such guardian or trustee yet it would be leviable 
and recoverable only on the income of the beneficiary being a minor, 
a lunatic or an idiot. Section 40(2) deals with cases of an agent of J 
a non-resident. That also is a special provision made where the 
person primarily liable for the tax is not easily approachable. 

Section 41 deals with a special set of persons who are generally 
responsible not for one trust but a number of trusts and if no special 
provision had been made the whole of the income in their hands 
from whichever source derived would have had to be taken into 
account and made liable to tax. This would have worked great 
hardships as the lax is cn a sliding scale and on higher slabs the rate 
is much higher. This section is applicable to the Administrator- 
General, the Official Trustees, any receiver or manager appointed by 
cr under any order of a Court, or any trustee or trustees appointed 
under a trust declared by a duly executed instrument in writing. 
In all these cases each trust can be treated as a separate entity 
and the income derived therefrom as one unit for purposes, of 
assessment. 

Under section 41, where there arc no complications and the 
income is received by a trustee or receiver or manager specifically on 
behalf of a single person or specifically on behalf of each of a 
number of persons or on behalf of a number of persons , whose 
shares are determinate and known, there may be an assessment of 
such income in his hands and such assessment will be a separate 1 
assessment for each of the persons on whose behalf the income has 
been received. 

Where the income is receivable by the representative on behalf 
of a number of persons whose shares are indeterminate or unknown, 
the maximum rate would apply to the whole of the income where the 
whole of the income was so receivable or to a part of the income 
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where only a part was receivable on behalf of a number of persons 
whose shares are indeterminate or unknown. 

Can the executors of a will be assessed as an association of 
persons 7 An executor, while the administration of the estate is 
incomplete, does not receive income on behalf of any one else and 
is therefore taxable under section 3 and not under section 4-1. If 
there are more than one executors, they will be assessed as an asso¬ 
ciation of persons. After the estate is fully administered, and the 
executors act as trustees for the beneficiaries, they may be assessed 
under section 41 but not till then. Thus, the executors of a will in 
their capacity as trustee can be assessed as an association of persons 
under section 41, where the beneficiaries (whose individual shares 
are indeterminate or unknown) have no other personal income char¬ 
geable to tax and none of them is an artificial juridical person. 

Assessment of a Discontinued Business 

Section 25 deals with the assessment of a business, profession 
or vocation, which is discontinued or succeeded. The subject is 
considered in a subsequent chapter. 

Succession in Business 

The word “succession” connotes a transfer of ownership and 
the person who succeeds another must have by such succession be¬ 
come the owner of the business which his predecessor was carrying 
on. Where there is a change of ownership, e. g., where the business 
devolves on an heir or is transferred to a purchaser it is a case of 
succession. 

To constitule succession there must be a change of ownership ; 
the whole business must devolve upon the successor, and the identity 
of the business must be substantially preserved, i. e., the same busi¬ 
ness must be carried on by the person succeeding. 

When there has been a change in the ownership of a business, 
profession or vocation, section 26(2) provides that the person 
succeeded and the person succeeding shall each be assessed in respect 
of his actual share of the profits of the previous year. Therefore the 
profits of the year in which the succession takes place are to be 
apportioned between the predecessor and the successor. 

The successor is not liable to tax in respect of the profits of 
the period prior to the date of succession except in two cases, 
namely : — 

(i) Where the predecessor cannot be found, or 

(ii) Where the tax assessed on the predecessor cannot be reco¬ 

vered from him. 

In these two cases the successor is liable to pay the tax in 
respect of the profits of the year in which the succession took place 
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tup to the date of succession and of the year preceding that year. 
Any tax paid by the successor in discharge of his predecessor’s 
(liability can be recovered by him from the predecessor. 

Illustration 

X, an individual, was negotiating the sale of his business to 
Y for a period of over 10 months and actually sold it to Y on 31st 
■October 105b until which date X was carrying it on. The sale deed 
•dated 31st October 1955 provides that the buyer was to be deemed 
to have b^conii the owner as from 1st January 1955, the first date 
of the accounting year, and the buyer acknowledged having received 
from the vendor the profits of the b isiness as from 1st January 
1055 and undertook the responsibility for payment of tax on the 
profits of the first ten months if he was held to be so liable. 

In the assessment proceedings for 1056-57 Y contends that he 
is not liable to be assessed on the first 10 months’ profits, while X 
•contends that In is not liable to be assessed on any part of the 
-profits of the calendar year 1055. What decision would you give ? 
State your reasons. 

X aetmlly sold off his business to Y on 31st Ocober 1955 and 
the ownership of the. business vested in Y only from that date, not¬ 
withstanding the stipulation that Y was deemed to have become 
the owner from 1st January 1955 anrl that the profits of the first 
ten months were mule over to Y. 

The agreement between X and Y can only bind themselves 
■inter se and cannot affect the rights of third parties against either 
of them, nor can it alter the statutory liability of either of them- 
Legally, therefore, the person liable to tax for the income of the 
period of ten months ending 31st October 1955 is X who owned the 
business for that period. Hence, X will be called upon to pay the 
tax on the income of the business for the first 10 months. It is, of 
course, op m to him to take civil action against Y for reimburse¬ 
ment of the tax paid by him- 

On the other hand, if X cannot be fojnd, proceedings can be 
taken against Y in respect of the tax due from X- 

Rectification of Mistake 

Under section 35 (1) and (2), the Appellate Tribunal, the 
•Commissioner, the Appellate Assistant Commissioner and the 
Income-Tax Officer can rectify any mistake apparent from the 
record, either on their own motion or when such a mistake is 
brought to their notice by the assessee. The power of rectification 
is given to the Appellate Tribunal and the Appellate Assistant 
Commissioner in respect of proceedings in appeal before them. 
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The Income-Tax Officer may rectify any mistake apparent from the 
record of any assessment or refund proceedings. The Commis- 
sioner has also the power to rectify any mistake apparent from the 
proceedings in revision under section 33A. 

Rectification may be made under this section not only of a 
mistake in final order tui also in 11 y part cf the rtcoid cr piccce- 
dings in the case. Blit it must be a mistake and the mistake must 
be apparent from the reeoid. The iccord consists of the assessment 
order as well as all proceedings and mateiials on which the assess¬ 
ment is based. A cyclical or arithmetical mistake would amount 
to a mistake apparent from the record. If the Income-Tax Officer 
overlooks the fact that the registration of firm has been cancelled 
or that a particular date docs not fall in the relevant accounting 
year, that would be a mistake apparent from the record. But a 
decision on a debatable point of law or failure to apply the law la 
a set of facts which remain to be investigated cannot be rectified 
(21 L T. R. 333). 

The only authority which can rectify an order is the authority 
which passed the order and not any higher or lower authority. How¬ 
ever, the incumbent of the office may change and the rectification 
may be made by the successor. 

If the rectification of mistake i educes the assessment, a refund 
of any excess tax paid must be made to the assossec, but when an 
assessment is enhanced or refund reduced by the rectification, the 
asscssee will be served with a notice of demand. Before making 
an order of rectification which enhances the assessment or reduces* 
the refund, the assessce must be given an opportunity of being heard. 

The period of limitation for the rectification of mistakes is four 
>ears from the date of the order of assessment or refund or order in 
appeal or revision, as the case may be. 

Deemed Cases of Rectification. The following arc the cases 
which are deemed to be cises of rectification of mistake apparent 
from the record, though in reality they are not so : — 

(1) Under section 35(5) where the share incomes of tbs 
partners of a firm have to be modified on the completion of any 
assessment or reassessment of the firm or on the result of any 
appeal, revision or reference in the firm’s case, such modification is 
deemed to be a rectification of mistake apparent from the record. 

Such mistake can be rectified within four years from the date 
of the final order in the case of the fifm. 

(2) Under section 35 (6), where excess profits tax or business- 
profits tax assessment is modified on appeal, revision or reference, or 
where excess profits tax or business profits tax is assessed after the 
completion of the corresponding income-tax assessment, the recom¬ 
putation of the total income for purposes of income-tax assessment 
is deemed to be a rectification of mistake apparent from the record. 
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Such mistake can be rectified within four years from the date 
of the order making or modifying the excess profits tax or business 
profits tax assessment. 

(3, Under section 35(7), where the assessment of a company, 
in whose case an order under section 23 A has been made, is modified 
in appeal, revision or reference, or the order under section 23A is 
cancelled or varied, and in consequence thereof it is necessary to 
recompute the total income of the shareholders, such recomputation 
is deemed to be a rectification of mistake a] parent from the record. 

Such mistake can be rectified within four years from the date 
of the final order in the case of the company. 

(4) Under section 35(8), where the income of a firm, an 
association of persons or a company is reassessed under section 34 
and it is necessary to compute or recompute the total income of a 
partner of the firm, a member of the association or a shareholder of 
the company, such computation or recomputation is deemed to be 
a rectification of mistake apparent from the record. 

Such mistake can be rectified within four years from the date 
of the final order in the case of the firm, association or company. 

(5) Under section 35(9), where the income-tax payable by a 
company on its profits, out of whieh a dividend has been declared, 
has not been paid within three years after the financial year in 
which the dividend was decl ired, and the shareholders were given 
credit for the tax deemed to have been paid by the company, it is 
necessary to reopen the assessment of shareholders and to recover 
the tax credit given to them. Such reopening of assessment is deemed 
to be a rectification of mistake apparent from the record. 

Such mistake can be rectified within four years from the date 
on which the period of three years aforesaid has expired. 

This provision shall not apply in relation to dividends payable 
by a company in respect of any previous year relevant to assessment 
year 1960-bl and onwards. 

(6) Under section 35(11), where any of the conditions oja 
which development rebate has been granted to an assessee, is infring¬ 
ed, the development rebate is deemed to have been wrongly allowed 
and the total income of the a?>sessee for the relevant year will be 
recomputed. Such a recomputation of total income is deemed to be 
a rectification of mistake apparent from the record. 

Such a mistake can be rectified within four years from the end 
of the year in which the infringement takes place. 

It may be pointed out that section 35 is now more a reassess¬ 
ment section than a section for the rectification of mistakes apparent 
from the record. 

This section is not appealable. However, if the Income-Tax 
Officer refuses to rectify a-mistake apparent from the record, the 
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assessee can apply to the Commissioner for revision of the Income- 
Tax Officer’s order. 


Penalties 

The penalty provisions of the Act arc found in the following 
sections :— 

(1) Section 25 (2), Where any business, profession or voca¬ 
tion, on which tax was not at any time charged under the Income- 
Tax Act of 1918, is dis continued in any year, the proprietor must 
give notice of such discontinuance to the Income-Tax Officer within 
15 days thereof. On default, the Income-Tax Officer may impose 
a penalty not exceeding the amount of tax subsequently assessed in 
respect of the profits of such business up to the date of its 
discontinuance. 

(2) Section 28. This section makes provisions for the imposi¬ 
tion of a penalty on defaulting and fraudulent assessees. The 
penalty is in addition to the amount of tax payable by the assessee. 
The power to impose a penalty is given to the Income-Tax Officer, 
the Appellate Assisstant Commissioner and the Appellate Tribunal. 
In the case of Income Tax Officer it is provided that he shall not 
impose any penalty without the previous approval of the Inspecting 
Assistant Commissioner. So far as the Tribunal and the Appellate 
Assistant Commissioner are concerned there is no provision regar¬ 
ding their consulting anybody. It is only when the Income-Tax 
Officer wants to imoose a penalty that approval of the Inspecting 
Assistant Commissioner is to be obtained. As the Act provides no 
<nppeaj for the State regarding the imposition or amount of penalty 
but only provides an appeal by the assessee, it is deemed necessary 
for the Income-Tax Officer to get the approval of the Inspecting 
Assistant Commissioner regarding both the propriety of imposing a 
penalty as well as the figure of the penalty. Tne object of this 
provision is that a superior olficer sh3uld know what is happening 
in the Department. What is necessary is that the Income-Tax 
Officer and the Inspecting Assistant Commissioner should concur in 
the imposition of the penilty, and the consultation whether by word 
-of mouth or on the telephone or by written communication would 
serve the purpose. 

When a legal representative of a deceased person files a 
return of income under section 24B(2), he is as much responsible 
for any penalty that may be levied under section 28 as he is for the 
tax due from the deceased. Section 24B(2) deems the legal 
representative to be the assesses and therefore he cannot escipe the 
•consequences of any caneealment nude by him in preparing the 
return of income (33 I.T.R. 231). 

A penalty is attracted in the following circumstances, and it 
may be imposed in the course of any proceedings under the Act :— 

(a) If the assessee has without reasonable cause failed to 
furnish a return under section 22(1) or (2) or section 
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34, or has not filed it within the prescribed time or in 
the prescribed manner ; or 

(b) If he has without reasonable cause failed to comply with 

a notice for production of accounts under section 22(4) 
or for attendance or production of evidence under 
section 23(2) ; or 

(c) If he has concealed particulars of his income or deliberate¬ 

ly furnished inaccurate particulars of such income. 

Incase of failure to furnish a proper return the maximum 
’penalty that can be inflicted is 1 \ times the tax payable by the 
assessec ; in other cases the maximum amount of penalty is times 
the amount of tax which would have been avoided if the income 
returned had been accepted as correct. 

If a person has received an individual notice to make a return 
but failed to do so, a penalty upto Rs. 25 can be imposed upon him 
if he proves that his total income is less than the taxable minimum. 

A penalty can be levied on the ground that the assessee has 
concealed his income only if there was a concealment of which the 
asfes^ee was conscious, and the concealment must further be from 
the assessing authorities. Thus, where the karta of a Hindu un¬ 
divided family made some fictitious entries in the account books and 
also omitted to enter some receipts in the books, blit before making 
a return of income he died, and the succeeding karta made a return 
of the income as shown in the accounts, and there was nothing to 
show that he was conscious that any entries were fictitious or that 
any item of income had been concealed by his predecessor, it was 
held that, as the deceased karta had not concealed any income from 
the income-tax authorities, and the succeeding karta was not cons- 
ciou.s of any concealment of income, penalty could not be levied on 
the 'amily for concealment of income (31 I.T.R- 704). 

If the profits of a registered firm are improperly distributed so 
as to return the income of any partner below the real amount, and 
if any partner of a registered firm returns his income below the real 
amount, a penalty of l| times the amount of tax, which would have 
been avoided if his return had been accepted as correct, may be 
imposed upon him, and no refund or other adjustment can be claim¬ 
ed by any other partner by reason of this procedure. 

Inquiry before imposing a penalty. Section 2S(3) provides that 
no penalty shall be imposed unless the assessee has been heard or 
has been given a reasonable opportunity of being heard. If such 
opportunity to show cause is not given to the assessee, the imposition 
of the penalty would be invalid. 

Penalty procedings are in the nature of criminal proceedings 
and the burden of proving that the assessee is guilty is on the 
Department. The Department must prove from the material, led 
•either at the assessment stage or at the penalty stage, that the 



284 


INCOME-TAX 


assessee is guilty and penalty is leviable under section 28(1) (c) — 

(34 I. T. R. 98), 

The fact that the assessee's explanation regarding a cash credit 
or other receipt is disbelieved and the amount is assessed in his 
hands, does not by itself justify the Department in imposing a penalty 
under section 28 ; the Department must have evidence on record to 
show that the amount constitutes the assesse's taxable income 
(34 I. T. R. 98). 

(3) Sections 44E and 44F. Very heavy penalties are imposed 
for failure to comply with the Income-Tax Officer’s demand for in¬ 
formation in respect of certain artificial transactions in securities 
carried out by assessees with a view to avoidance of tax. In such 
cases the penalty can be as much as Rs. 500 a day so long as the 
default continues. 

(4) Section 46(1). Where there is a default in paying the tax 
within the time fixed, the Income-Tax Officer may impose a penalty 
which may be enhanced from time to time, but the total penalty 
should not exceed the amount of arrears. 

(5) Section 51. If a person fails to discharge the following 
duties, he shall, on conviction before a magistrate, be punishable 
with fine which may extend to Rs. 10 per day so long as the default 
continues ;— 

(a) To deduct and pay any tax as required by section 18 or 

section 46(5). 

(b) To furnish a certificate as required by section 18(9). 

(c) To furnish in due time any of the returns mentioned in 

section 1 L JA, secsion 20A, section 21, section 22(2) or 
section 38. 

( d) To produce or cause to be produced on or before the date 

mentioned in any notice under section 22(4) such acco¬ 
unts and documents as are referred to in the notice. 

(e) To grant inspection or allow copies to be taken in accor¬ 

dance with the provisions of section 39. 

(6) Section 52. If a person knowingly makes a false declara-; 

tion in any document filed under the xct, he shall be punishable, on 
conviction before a magistrate, with simple imprlsoment which may 
extend to six months or with fin: which may extend to Rs. 1,000 or 
with both. , 

A person shall not be proceeded against for an offence under' 
section 51 or section 52 except at the instance of the Inspecting 
Assistant Commissioner. The Inspecting Assistant Commissioner 
may, either before or after the institution of proceedings, compound: 
any such offence. 
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■ ’ Some of the circumstances .leading to a penalty under section 
28 are also made offences under section 51 or section 52, but section 
28(4) enacts that when a penalty has been imposed departmental^ 
no prosecution shall be instituted in respect of the same facts. 

Information at Source 

The following are the provisions of law regarding the supply 
■of information to the Income-Tax Department : 

(1) Under section iyA, the principal officer of every 
company must file with the Income-Tax Officer before 15ih June 
each year a return giving the names and addresses of those share¬ 
holders to whom dividends exceeding Rs. 5,000 were distributed 
during the preceding financial year, together with the amount paid 
to each. 

(2) Under section 20A, every person responsible for paying 
any interest (not being interest on securities) must furnish to the 
Income-Tax Officer before 15th June each year a return sh >wing the 
names and addresses of those persons to whom interest exceeding 
Rs. 400 was paid during the previous financial year, together with 
the amount paid to each. 

(3) Under section 21, every employer must file with the 
Income-Tax OiTicer before 30th April each year a return of all 
employees (with their names and addresses) to whom he paid during 
the preceding financial year a prescribed amount as salary. 

(4) Under section 25(2), any person discontinuing a business, 
profession or vocation must give to the Income-Tax Officer notice of 
such discontinuance within 15 days of the discontinance. 

(5) Under section 33, the Income-Tax Officer or the Assistant 
Commissioner (Appellate or Inspecting) may require :— 

(a) a firm to furnish the names and addresses of its partners ; 

(t>) a Hindu undivided family to furnish the names and 
addresses of its manager and adult members ; 

(c) a trustee, guardian or agent to furnish the names and 

addresses of the beneficiaries ; 

(d) any assessee to furnish the names and addresses of those 

to whom he paid in any year rent, interest, commission, 
royalty, brokerage or annuity amounting to more than 
Rs. 400 together with the particulars of amounts paid ; 
and 

(e) any dealer, broker or agent or any person concerned in 

the management of a stock or commodity exchange to 
furnish a statement of the names and addresses of all 
persons to whom he or the exchange has paid any sum 
in connection with the sale, exchange or transfer of a 
capital asset or from whom he or the exchange has 
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received any such sum, together with particulars of alE 
such payments and receipts ; 

(/) any person, including a banking company or any officer 
thereof, to furnish information in relation to such points 
or matters, or to furnish statements of accounts and 
affairs giving information in relation to such points or 
matters, as, in the opinion of the Income-Tax Officer or 
the Assistant Commissioner, will be useful for, or 
relevant to, any proceeding under the Act. 

(6) Under section 39, the Income-Tax Officer or the Assistant 
Commissioner or any person authorised in writing by him may 
inspect and, if necessary, take conies of any register of members, 
debenture-holders or mortgagees of any company. 

(7) Under sections 44E and 44F, on a notice being received 
from the Income-Tax Officer, the owner of shares and securities in 
the circumstances mentioned in those sections must furnish the 
information called for. 

Secrecy of Information. 

Under section 54, all information supplied to the Income-Tax 
Department by assessees in the shape of any statement, return, 
accounts, documents evidence, affidavit, deposition or record shall 
be treated as confidential, and a public seivanl who discloses it shall 
be punishable with imorisonmsnt which m iy extend to six months 
and shall also be liable to fine. 

The object of this section is tire secrecy of the financial affairs 
of the assessce as disclosed in the assessment proceedings, and the 
reason for hiving a provision of this kind in the Income-Tax Act is 
that assessees m iy not be reluctant to disclose the details of their 
business, and it is quite possible that they may not disclose their 
affairs without any kind of reserve unless they had an assurance 
that the information furnished by them would not be divulged to 
anyone. This is really to encourage the assesseee to make a full and 
true disclosure of all relevant facts within his knowledge knowing 
that any statement made by him will not subsequently be used 
against him. 

Notwithstanding the provisions of section 54, section 59A 
requires that the Central Government shall publish, by notification 
in the Official Gizette, the names and other particulars of persons 
on whom a penalty of not less than Rs. 5,0 JO has been imposed on 
or after st April 196 ■ or who have been convicted as a result of 
any proceedings initiated on or aficr 1st April 19a > under section 52 
or under any provision of the Indian Penal Code for any offence 
connected with income-tax proceedings. 

Under section 59B, if a person makes an application to the 
Commissioner in the prescribed form and after payment of the 
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prescribed fee for information as to the amount of tax determined 
as payable by any assessee in respect of any assessment year after 
3lst March 196 ), the Commissioner may, notwithstanding anything 
contained in section 54, furnish or cause to be furnished the informa¬ 
tion asked for, if he is satisfied that there arc no circumstances 
justifying its refusal. 

Representation of Assessee3. 

Section 61 relates to the power of an assessee to attend before 
any income-tax authority by deputy. Except when he is required to 
attend personally under section 37, an assessee may appear through 
any of the following persons, namely ; 

(i) a relative, 

00 a person in his regular employ such as a munim, 

(iti) a lawyer, 

(iv) an accountant, or 
(u) an income-tax practitioner. 

The deputy so chosen must be authorised in writing by the 
assessee. 

A person regularly employed by the assessee includes any 
officer of a scheduled bank with which the assessee maintains a 
current account or has other regular dealings. A lawyer means a 
person entitled to plead in any court of law, and an accountant 
means a chartered accountant within the meaning of the Chartered 
Accountants Act of 194^. 

An income-tax practitioner means (a) any person who before 
1st April 1938 was in practice as an income-tax practitioner, (b) any 
person who has passed one of the accountancy examinations re¬ 
cognised by the Central Board of Revenue, and (e) any person who 
has acquired such educational qualification as is prescribed by the 
Central Board of Revenue. 

Persons dismissed from government service after 1st April, 
1938 and persons, found guilty of misconduct bv their professional 
bodies in the cases of lawyers and chartered accountants and by the 
Commissioner in other cases, are debarred from representing 
asscssees. 


Illustrations 

(1) What is the object of giving every year a general public 
notice under section 22( 1) ? 

Is the issue of notice under section 22(2) compulsory and is it 
obligatory on an Income-Tax Officer to issue such notice to every 
assessee ? Give reasons for your answer- 
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Under section 22(1), a g meral or piblic notice is to be given 
every year between 1st April and 1st May requiring every person 
whose total income during tin previous year reached or exceeded 
the minimum taxable limit to furnish within a specified period 
of not less than GO days a return of his totil income and total 
World income in the presu'ib‘d form and verified in the prescribed 
manner. 

The object of this section p escribing compulsory returns is 
to enable th ; Income-Tax authorities to dull with defaulters wh > 
conceal the fact that thyy h \\v t ixible inconi \ It was considered 
right that the onus of finding out such p‘isons should not be 
imposed on the Income-Tax authotiti^s- The responsibility is now 
imposed on each person to d cidfor himsdf whither lie has a 
taxable income and to make a return on the p indication of the 
general notice. A person who, without reasonable c ruse, fails to 
furnish a return in response to thi general notice within the time 
allowed, is made liable to a penilty. 

The issue of notice under section 22(2) is not comp ilsory ; but 
it is obligatory on an Income-Tax Officer to issue such notice to 
every person who is already an assessee- The necessity of such 
obligation will be obvious from the fact that it an assessee chooses 
not to submit his return in response to the public notice under 
section 22(1), the Income-Tax Officer can find no instrument under 
the income-tax law to enable him to make an assessment on such 
assessee. Sub-sections (1), (3) and (4) of section 23 enable an Income- 
Tax Officer to make an assessment. Sub-sections (1) and (3) apply 
where the assessee submits a return. Sab-section (4) applies where 
the assessee does not submit a return required by notice given 
nuder section 22(2)- Thus, as no assessment can b ■ mide where 
an assessee has not submitted his return and lias not b cen served 
with notice under section 22(2), it is obligatory on an Income-Tax 
Officer to issue notice und^r section 22(2' on every person who in 
his opinion is fit to be assessed whether he is already an assessee 
or not. 

(2) On whom is the onus of proof in the following cases ? 
Give reasons for your views- 

(a) That a particular sum is exempt from tax. 

(b) That a particular transaction is an adventure in the 

nature of trade. 

( c) That the control and minagement of a Hindu undivided 

'family is situate wholly outside India- 

(d) That a compiny is resident in India- 

(e) That a transaction is a sham- 

(a) When an assessee claims that a particular sum is exempt 
from tax, the onus of proof is on him for two reasons. Firstly, the 
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{facts relating to the income are within his knowledge, and secondly* 
the general rule is that all income is taxable unless it is proved 
that a portion of it comes within an exemption granted by law. 

(b) The burden of proving that a transaction is an adventure 
in the nature of trade is on the Income-Tax Officer. The person 
who affirms a positive fact has to prove it. 

(c) In the case of a Hindu undivided family, the words used 
in section 4A (b) show that normally a Hindu undivided family 
will be taken to be resident, but this rule will not apply if it is 
proved that the control and management of its affairs is wholly 
outside India. Since the facts which will prove that the complete 
-control of its affairs was outside India can be expected to be only 
with the assessee, the onus of proving it is on him. 

(d) The onus of proving that a company is resident in India 
is on the Income-Tax Officer. He has to establish by finding out 
relevant facts to show either that the company is an Indian company 
or that the control and management of its affairs is situated wholly 
in India- 

(e) The ordinary presumption of law is that the apparent 
state of affairs is real unless the contrary is proved. Therefore, 
the burden of proving that a transaction is a sham is on the 
Income-Tax Officer. 

(3) Indicate briefly the circumstances under which an assess¬ 
ment is made under section 23 v l), section 23(3) and section 23(4). 
What are the consequences of a section 23(4) assessment ? 

An assessment is made under section 23(1) when the Income- 
Tax Officer is satisfied, without requiring the presence of the assessee 
or the production of any evidence, that a return made by the 
assessee under section 22 is correct and complete. 

An assessment is made under section 23(3) when the Income- 
Tax Officer is not satisfied that the return made under section 22 
is correct and complete, and he issues a notice under section 23(2) 
-asking the assess r e either to attend in person before the Income-Tax 
Officer on a particular date or to produce or cause to be produced 
any evidence on which the assessee relies in support of the return. 
If the Income-Tax Officer finds it necessary to look into any parti¬ 
cular document or accounts to enable him to verify the correctness 
-of the return, he may issue a notice under section 22(4) calling for 
the accounts and documents required. After examining the relevant 
accounts and evidence produced, the Income-Tax Officer will make 
the assessment. This is an assessment under section 23(3). 

An assessment under section 23(4) is made in any of the 
lollowing circumstances, mmely J— 

19 
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(1) When a person fails to make a return as required by the- 

notice under section 22(2) and has not made a return? 
or a revised return under section 22(3) : 

(2) When a person fails to comply with all the terms of the 

notice under section 22(4) : or 

(3) When a person, having made a return of income, fails to 

comply with all the terms of the notice issued under 
section 23(2). 

The consequences of a section 23(4) assessment are very serious. 
Apart from the fact that the income will be assessed according to 
the best of the Income-Tax Officer’s judgment, the asseSsee renders 
himself also liable to penalties which may be either 1$ times the 
amount of tax payable by him or l£ times the amount of tax that 
would have been avoided. 

(4) The accounts of a contractor were audited by a chartered 
accountant, but after the completion of the audit, the books of 
account and the vouchers were accidentally destroyed. In com¬ 
pliance with notices served upon him by the Income-Tax Officer 
audited accounts 22(4), and 23(2), he produced only a copy of the 
under sections and the auditor’s report. 

Can the Income-Tax Officer mike an ex-parte assessment 
under these circumstances ? Is there any remedy for the assessee 
to have such an assessment set aside? 


(a) The notice under section 23(2) calls upon the assesses to 
produce any evidence on which he may rely in suppoit of his return 
of income. If the assessee produces only the audited accounts and 
says that it is the 'only evidence available, there is no breach of 
section 23(2). 

On the other hand, the Incom -Tax Officer, by issuing a notice 
und‘r section 22(4) calls upon the assessee to produce certain speci¬ 
fied books and docum aits which the Income-Fax Officer wishes to 
examine. If the assessee does not produce any of the items 
spe ified in the notice, he has committ al a default under 
section 22(4). 

Therefore, even if the Income-Tax Officer believes that the 
accounts have been actually destroyed, he is bound to make the 
assessment under section 23(4) for the simple reason that the 
assessee has failed to comply with all the terms of the notice under 
section 22(4). 

(b) In order that the exparte assessment may be set aside,- 
the remedy of the assessee lies under section 27- Under this section 
he should make an application to the Income-Tax Offfcei, within 
one month of the service of the notice of demand, asking for the 
re-openirg of the assessment. He will have to satisfy the Income- 
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Tax Officer that he was prevented by sufficient cause from comply¬ 
ing with the terms of the notice under section 22(4). If the Income- 
Tax Officer is satisfied, he will cancel the best judgment assessment 
and proceed to make a fresh assessment. The iresh assessment is 
to be made under section 23(3). 

However, in view of the fact that loss of accounts is often 
resorted to by dishonest assessees for the purpose of concealing 
profits, the Income-Tax Officer will expict very strong proof that 
the accounts were destroyed without any fault on the part of the 
assessee. 

When making the fresh assessment, the Income-Tax Officer 
is expected to examine all the evidence, and the audited accounts 
can only be a means of helping him in arriving at the figure of 
assessment. He is not bound to believe the audited statement in 
the absence of account books- 

(5) In the accounts of an assessee A, a cash credit of 
Rs. 10,000 was found in the name of B, a local trader, who wis not 
an assessee on the Income-Tax Officer’s records. A claimed that it 
was a genuine loan from B. The Income-Tax Officer issued a 
summons to B to appear m person with his accounts. B received 
the summons but refused to appear before the Income-Tax Officer. 

What action can the Income-Tax Offi'er tak * against B ? What 
steps should he take m ordir to verify whether B hid reaUy 
advanced the loan of Rs- 10,000 to A ? 


When B rec uved a summons from the Iinoin -T ix Oillc t to 
appear in person with his accounts, h ; Ins comm tted an off m;e 
under section 174 of the Indian Penal Code by refusing to so 
appear before the Income-Tax Officer. The punishment tor this 
orfence is simple imprisonment up to one month or fine up to 
Rs. 500 or both. For meeting out this punishment, the Income-Tax 
Officer has to nnke a complaint in writing to a magistrate giving 
in detail the nature of the offence committed and requesting the 
magistrate to proceed against the olfender in accordanc: With 
section 174 of the I.P.C. 

In order to verify whether B had really advanced the loan of 
Rs. 10,000 to A, the Jncome-Tax Officer will take B on his records 
and issue a notice to him under section 22(2) of the Income-Tax 
Act. A person who can advance a single loan of Rs. 10,000 to 
another is certainly a potential assessee. When B files his return 
of income and in the course of the verification of this return his 
accounts are scrutinised by the Income-Tax Officer, it will be 
possible to verify whether B had in fact advanced the loan of 
Rs. 10,000 to A. 

(6) The following facts relate to the assessment of X for the 
assessment year 1960-61 :— 
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{a) The accounting year under consideration is the year 
ende4 31st March I960. 

(b) X received a notice under section 22(2) dated 2nd 

January 1961 which was served oil him on the same 
date, requiring him to file his return of income within 
35 days of the receipt of the notice, that is, on or be¬ 
fore bth February 1961. 

(c) On 20th January 1961 X fell seriously ill, making it 

impossible for him to do any work till the end of 
February 1961. 

(d) There was nobody who was conversant with the affairs 

of X or who knew the particulars of X's income. 

(e) On 15th February 1961, the Income-Tax Officer without 

any reminder made an ex-parte assessment under 
section 23(4) on the ground that X had not filed his 
return of income within the time allowed. 

(/) The income for 1960-61 assessment was arbitrarily 
assessed at Rs. 1 lakh. 

(g) The notice of demand was served on X on 18th February 

1961. 

(h) The income-tax records show that during the last five 

years X was at no time assessed in any year on income 
exceeding Rs. 25,000. 

(i) X’s income from all sources during thi year under con¬ 

sideration is Rs. ^0,000. 

(j) X was served with a notice to show cause why a penalty 

should not be imposed for his failure to turnish the 
return of his income within the time allowed. 

State briefly the manner in which the matter should be pro¬ 
ceeded with by you as X's representative before the Income-tax 
authorities, and give reasons in support of your answer. 


I shall proceed with this case in the following manner :— 

(a) In this case the ex-parte assessment has been made oil 
account of failure to make a return within the time allowed ; but 
as the assessee could not file his return in time owing to his serious 
illness, I shall make an application to the Income-Tax Officer, within 
one month from 18th February 1961, for the re-opening of assess¬ 
ment under section 27, and will prove by the production of a 
medical certificate that the assessee was too ill to attend to any 
work from 20th January 1961 till the end of February 1961 
and that there was nobody knowing the affairs of X and the parti¬ 
culars of his income, and therefore X could not file his return of 
income within the time allowed. 
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( b ) This application will be accompanied by X's return of 
income showing his total income to be Rs. 20,000. 

(c) If the Income-Tax Officer is satisfied about the assessee’s 
illness, he must cancel the ex-parte assessment and proceed to make 
a fresh assessment under section 23 (3). In that case I shall produce 
the assessee's books of account and other evidence that may be 
required by the Income-Tax Officer in order to substantiate the 
accuracy of the return of income- 

(d) If the Income-Tax Officer does not accept the cause of 
illness as sufficient and refuses to ieopen the assessment, I shall file 
an app *al with the Appellate Assistant Commissioner against the 
Income-Tax Officer’s order refusing to reopen the assessment- This 
appeal will be filed within 30 days from the date of such order. 

(e) If the ex-parte assessment is cancelled under section 27* 
the question of imposing any penalty will not arise. 

In this case the remedy under section 27 is better than filing 
an appeal with the App Hate Assistant Commissioner against the 
quantum of the ex.parte assessment, because the assessee had a 
sufficient cause for his failure to furnish the return of income within 
the time allowed. 

(7) An employee of a chartered accountant insists on being 
present, when income-tax proceedings are going on before the 
Income-Tax Officer, on the strength of an authorisation given by 
the assessee in favour of the chartered accountant. Can the Income- 
Tax Officer permit his presence :— 

(a) i he is present all alone, 

(b) if he accompanies the chartered accountant but without 

the assessee, and 

(c) if he is present with the assessee ? 


On the strength of an authorisation given by the assessee in 
favour of a chaitered accountant, an employee of the latter cannot 
be perm tted to be p;es.nt when income-tax proceedings are going 
on whether the employee is present all alone, or whether he accom¬ 
panies the chartered accountant but without the assessee, or even 
whether he is present with the assessee. 

A person is entitled to present an assessee in income-tax 
proceedings and to be present in such proceedings only if the 
conditions laid down in section 61 are satisfied. One of the con¬ 
ditions is that the person concerned should either be a chartered 
accountant, or a lawyer oi an income-tax practitioner, or a person 
regularly employed by the assessee, and such a person should also 
be authorised by the assessee in writing that he may attend on the 
assessee’s behalf. In this case it is not known if the employee of 
the chartered accountant is himself a chartered accountant or other- 
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wise qualified to represent the assessee , but in any cise the authori¬ 
sation to represent has not been given to him by the assessee. 

(8) What are the consequences which flow from •— 

(a) Failure of an assessee to comply with a notice under 

section 2214) of the Income-Tax Act ; 

(b) Failure of an employer to deduct tax at source from 

salaries paid to his employees ; and 

(c) Failure of an assessee to comply with the requirement of 

section ISA(3) of the Income-Tax Act ? 

(a) Under section 23(4), the Income-Tax Officer is empowered 
to call upon an assessee (i) to produce such ac :ounts and documents 
as the Income-Tax Officer may require, and (ii) to furnish in writing 
such other information, including a statement of all assets and 
liabilities not included in the accounts as the Income-Tax Officer 
may require- If the assessee has failed to comply with all the terms 
of a notice under section 22(4), the following consequences follow : 

(1) The Income-Tax Officer makes an ex-parte assessment. 

(2) The assessee is liable to penalty under section 28 or to 

a fine on conviction before a magistrate under sec¬ 
tion 51- 

(3) In case the assessee is a registered firm, the Income-Tax 

Officer may refuse to register it or may cancel its regis¬ 
tration if it is already registered- 

•(b) If an employer fails to deduct tax at source from salaries 
paid to his employees, he is considered as defaulter in respect of 
the tax due, and he is also liable, on conviction before a magistrate, 
to be punished with fine which may extend to Rs. 10 for every day 
of default. 

(c) In the case of persons previously assessed, it is the Income- 
Tax Officer who makes an order under section 18A( 1) for advance 
payment of tax- But section 18A(3) provides that, if a person has 
not been previously assessed at all, he must, without being servtd 
with any order, make advance payment of tax before the 15th March 
where his total income assessable for the next financial year is likely 
to exceed by Rs- 2,500 the maximum amount not chargeable to tax. 

If a new assessee does not do so, interest at 4 per cent per 
annum will be charged on 10% of the amount of tax determined on 
regular assessment from 1st January of the financial year in which 
the advance payment should have been made up to the date of the 
regular ahsessment- In addition, the assessee is liable to a penalty 
up to l£ times the amount of tax determined on regular assessment. 

(9) Enumerate the powers given to the Income-Tax Officer 
by section 37 of the Income-Tax Act, and mention the conditions 
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laid down to safeguard the interests of the asscssee in regard to the 
exercise of each of such powers. 


Under section 37(1), the Income-Tax Officer has the same 
powers as are vested in a court under the Code of Civil Procedure, 
1908, when trying a suit, in respect of the following matters •'— 

(a) Discovery and inspection. 

(b) Enforcing the attendance of any person, including an 

officer of a banking company, and examining him on 
oath. 

<c) Compelling the production of books of account and other 
documents. 

(d) Issuing commissions. 

Section 37(2) empowers the Income-Tax Officer : — 

>(a) To enter and search any building or place where he has 
reason to believe that any books of accounts or other 
documents, which in his opinion will be useful fo^, or 
relevant to any proceedings under the Act, miy be 
found, and to examine them, if found. 

<b) To seize any such books or account or other documents 
or place maiks of identification thereon or make 
extracts or copies therefrom. 

(c) To make a note or an inventory of any other articles 

found in the course of any search, which in his opinion 
will be useful for, or relevant to, any proceeding under 
the Act. 

Under section 37(3), the Income-Tax Officer has power to 
impound or retain in his custody books of accounts or documents 
produced before him for such period as he may find necessary. 

The conditions laid down to safeguard the interests of the 
assessee in regard to the exercise of each of the above powers are as 
follows *— 

1. Regarding the powers of an Income-Tax Officer as a court, 
The limitations which apply to a similar case under the Code ol 
*Civil Procedure will also apply to him. 

2. Regarding entry and search of a building, it has been laid 
►down that the search should be authorised by the Commissioner of 
IncomerTax, and the matter is controlled Dy the Rules made by the 
•Central Board of Revenue in this connection- 

3. Regarding impounding of books of account and documents, 
the Income-Tax Officer cannot impound them without recording 
his reasons for doing so, and he cannot retain them in his custody 
ior a period exceeding 15 days (exclusive of holidays) without 
•obtaining the approval of the Commissioner therefor. 
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(10) State the circumstances under which and the respective* 
periods within which action can be taken by an Income-Tax Officer 
to reopen, under section 34 of the Income-Tax Act, an assessment 
already completed. 


Section 34 enables the Income-Tax Officer to start proceedings- 
where he has reason to believe that income has escaped assessment, 
and it also enables him to revise the loss or depreciation allowance 
computed by him in exa ss of the proper account. This section 
provides that assessment or reassessment may become nec. ssary in r 
the following circumstances : — 

(a) Where the assessee has failed to make a return of his in¬ 
come under section 22 or has tailed to disclose fully and 
truly the material facts necessary for the assessment; or 

Where from the information in the possession of the 
Income-Tax Officer it appears that income has escaped 
assessment or that excessive relief has been granted. 

When an Income-Tax Officer wants to start proceedings under 
this section, he must give a notice to the assessee. If a notice under 
section 34 embodies any of the requirements of section 22(2), it 
must at the same time permit the assessee to comply with that 
requirement within a period of not less than 30 days. 

Time Limit. When there is no default on the p Lrt of the 
assessee, but the Income-Tax Officer has reason to bilieve that 
income has wholly or partially escaped assessment the tim .-limit for 
giving the notice under this section is four years from the end of the 
relevant assessment year. A year’s extension of this time-limit is 
allowed for completing the addition il assessment- 

There is no time-limit for reop ming the assessment in cases 
where there is some default on the part of the assessee but this is 
subject to the following provisions, namely :— 

(a) No assessment for any year earlier than 1940-41 can be 

reopened. 

(b) There is no time-limit for completion of an assessment or 

a re-assessment. 

(c) In cases which are not more than 8 years old, before 

issuing a notice under this section, the Income-Tax 
Officer must record his reasons for so doing and must 
obtain the previous approval of the Commissioner of 
Income-Tax for the proposed action. 

(d) In cases which are more than 8 years old, the Income- 

Tax Officer can issue a notice under this section only 
( i) when the amount of income which has escaped tax 
is not less than Rs. 1,00,000 for one or more years, and? 
(ii) when he has recorded his reasons for doing so and 
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has obtained the previous approval of the Central 
Board of Revenue. 

No notice can be issued for any year, after the expiry of two- 
years from that year, if the person on whom the assessment or 
re-assessment is to be made is a person deemed to be the agent of 
a non-resident. 

(llj A foreign film-star can.c to India to make a personaL 
appearance in theatres all over India for a remuneration of Rs-1,000 
for each appearance. She came to India in January 1960. In 
January 19bI the Income-Tax Officer receives information that she 
is expected to leave India in February 1961. 

What steps would the Income-Tax Officer take to collict the 
tax on the income of the foreign film-star taxable in India ? In 
what residential status is she assessable ? 


The film-star would be assessable in respect of two previous 
years, namely : (1) January 1960 to 31st March 1960 and (2 ) 1st 

April 1960 to February 1961. 

As soon as the IncomL-Tax Officer hears that the film-star 
is likely to leave India, he will invoke the provisions of section 
24A- The assessment for beth the previous years will be taken up 
simultaneously. Notices undtr section 22 (2) read with section 24A 
will be issued giving a period not excet ding ten days for the filing 
of the return. The assessment will thereafter be completed expedi¬ 
tiously and the demand notices issued under section 29 for both the 
previous years. 

If tax is not piid, no i learance certificate can be issued to her 
under section 46A. The Income-Tax Officer (Foreign Section) would 
be informed about the pending demand so that a tax clearance 
certificate may be issued only after the demand has been paid. The 
non“is5ue of the tax clearance certificate will be a safeguard against 
the film-star leaving India without paying the tax. 

The residential status of the film-star has to be decided for 
each previous year. She would be assess ible as a non-resident 
for the first period ended 31st March 1960, as she has been in India 
for less than 182 days. She will, however, be resident not ordina¬ 
rily resident for the next period as she docs not fulfil the tests laid 
down by section 4B. 

(12) Describe the procedure for issue of notices under section 
23(2) and section 22(4). What is the difference between these notices 
and when would they be illegal ? 


Notice undersection 23{2). On receipt of the return of income 
duly completed, the Income-Tax Offioer scrutinises it, if he is satisfied 
that the assessee has made a return of his correct income, he accepts- 
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it under section 23 (l) and makes an assessment accordingly. If he is 
not prepared to accept it, he must issue a notice under section 23(2). 
This notice gives the assessee an opportunity to explain his case and 
to produce, if necessary, any evidence in support of his return. It 
gives him a right to present his case if the Income-Tax Officer is 
not prepared to accept the return submitted by him. 

This notice requires the assessee (i) to attend in person or by 
a representative authorised by him in writing in this behalf at a 
particular plac^ and time or (ii) to produce or cause to be produced 
any evidence on which the assessee relies in support of his return. 

If a return is not accepted by the Income-Tax Officer, a notice 
under section 23(2) must be issued, and all the options contained 
in the notice must be given to the assessee. If both these require¬ 
ments are not observed, the assessment would be invalid. This 
notice should not specify what accounts and/or documents the asses¬ 
ses should produce, for the option to produce them under the sec¬ 
tion is that of the assessee. It the assesses personally attends but 
does not produce books which he has miintlined, he is deemed to 
have complied with the notice under section 23(2). 

Notice under section 12(4). If an assess s do's not make a 
return in response to notice under section 22(2) or section 3 1, the 
Income-Tax Officer may nuki an ex-parte assessment orhemiy 
issue a notice under section 22(4). A notice under section 22 (4) 
requires the assessee to produce or cmse to be produced on a parti¬ 
cular day accounts and/or documents specified therein. Even 
where a return of income is received, the In;ome-Tax Officer can 
issue a notice under this section cilling for sp ‘cific baok* and docu¬ 
ments. The accounts and documents need not necessnr4y be those 
^within the taxable territories- 

If books of account and/or documents which are required to be 
produced are not specified, the netice is bad in law. 

Difference between these two notices 


Notice u/s 23(2) 


Notice u/s 22(4^ 


1. The choice is left to the 
assessee either (a) to attend 
in person or (b) to attend 
by an authorised repre¬ 
sentative or (c) to produce 
or not to produce accounts 
and/or documents in sup¬ 
port of the return. 


1. Personal attendmee cannot be 

cilled for. Production of 
specified books and docu¬ 
ments is compulsory. 

2. Accounts and/or documents 

should be specifically called 
for. 
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2- Accounts and/or documents 
cannot be specifically call¬ 
ed lor. 

.3. Assessee may not produce 
accounts and no penalty 
lor non-production there¬ 
of can be imposed, but for 
failure to comply with the 
notice there is ex-parte 
assessment and a penalty 
under section 28- 


8. For non-production of acco¬ 
unts, there is ex-parte asse¬ 
ssment, penalty under sec¬ 
tion 28 or prosecution under 
section 51(d)- 

4. Books of account relevant to 

the assessment year and 
those for the preceding 
three years can be called 
ior. 

5. Information in writing in 

specified form and on speci¬ 
fied point, and matters 
may be called for- 

6- Statement of total wealth 
d-e., assets and liabilities 
not accounted for in books) 
can also be called for. 


(13) A assessee filed a false return of income under section 22 
concealing a large p \rt of his incomx What action can the Income- 
Tax Officer take against him, what is the punishment he is liable 
to, and what is the procedure to be adopted tor meting out the 
punishment ? 


The income concealed will be add. d to the income disclosed 
for purposes of assessment. For the cone alnniit the Income-Tax 
■Officer can either proceed under section 28(1 )(c) for the imposition 
-of a penalty or he can take steps for the prosecution of the assessee 
under section 52- 

In the former case, the Income-Tax- Officer should give the 
assessee a notice under section 28 (3) giving him a reasonable 
opportunity of being heard- After hearing him and noting 
his objections or explanations, the Income-Tax Officer has to 
obtain the approval of the Inspecting Assistant Commissioner 
for imposing a suitable penalty. Such penalty will be a sum 
not exceeding one and a half times the tax which would have been 
avoided if the income, as returned by the assessee, had been 
accepted as the correct income- After obtaining the written 
approval of the Inspecting Assistant Commissioner for the imposi¬ 
tion of the penalty and regarding the quantum thereof, the Income- 
Tax Officer has to issue an order under section 28(1) (c) together 
with a demand notice under section 29 for the penalty due. 

As regards the prosecution under section 52, such prosecution 
has to be instituted at the instance of the Inspecting Assistant 
Commissioner. The prosecution will have to be started by lodging 
the necessary complaint either with a Presidency Magistrate or with 
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a Magistrate of the First Class or a Magistrate of the S-cond Class, 
specially empowered by the Central Government to try offences 
under the Income-Tax Act. The punishment on conviction before 
the magistrate will be simple imprisonment up to six months or fine 
up to Rs. 1,000 or both. 

(14) What is meant by 'legal fiction’ ? Give six instances 
where income not accruing or arising in India is deemed to accrue 
or arise there. 

A legal fiction means an assumption m ide by law. Thus, 
where a certain income does not in fact accrue in India, but the law 
provides that it shall be assumed to accrue in India, a legal fiction 
is created. Again, where a certain income is really that of X, but 
the law assumes it to be that of Y, a legal fiction comes into- 
existence. There are a number of legil fictions created bv the 
Income-Tax Act. 

In the following cases, income not accruing or arising in India 
is deemed to accrue or arise there by a legal fiction 

(n) Salaries, wherever paid, if they are earned in India and 
are chargeable under the head salaries, are deemed to- 
accrue in India. 

(b) Salary paid outside India to a non-resident Government 
employee, who is a citizen of India, for rendering service 
outside India, is deem *,d to accrue in India. 

{c} Dividends paid by Indian companies outside India are 
deemed to be income accruing in India to the extent to- 
which they have been piid out of profits subjected to 
Indian income-tax- 

( d ) Allowances remitted by a non-resident husband to his 

wife resident in India are deemed to bi the income of 
the wife if the remittances are out of the husband’s 
income not taxed in India. 

[e) Where a non-resident advances money to another outside 

India and the interest is payable and is actually paid, 
outside India, such interest is deemed to accrue or 
arise in India, if the money so lent is brought with the 
knowledge oc the lender into India. 

(/) Where tangible property situated in India, such as 
machinery, furniture, etc*, is the subject of an agree¬ 
ment nude outside India whereby the hire is pliable 
and is piid outside India, the income from such hire is 
deemed to accrue in India* 

(L5) At the time of an income-tax inspector's survey, a 
shopkeeper refuses to show his books of account to him whom he 
believes to be an imposter. What should the inspector do to* 



ASSESSMENT PROCEDURE 


301 


remove the shopkeeper's doubts ? Even after believing in the 
inspector’s identity, the shopkeeper does not show his books. The 
inspector believes that the shopkeeper is earning a taxable income. 
What steps should the inspector take to enforce the production of 
books ? 

An income-tax inspector is provided with an identity card 
signed by the Head of ttie Department. If at the time of survey 
a shopkeeper believes that the inspector is an imposter, the doubt 
of the shopkeeper can be removed by the production of the identity 
card which contains a photo of the inspector. 

Even after proving the identity of the inspector, the shopkee¬ 
per can refuse to show his books ot account to him, because under 
no law is the inspector given the power ot entry or the power to 
examine accounts. 

The inspector can, however, draw an adverse inference from 
the conduct of the shopkeeper, and he can report to the Income- 
Tax Officer for taking action against the shopkeeper under section 
22 (2) because the inspector believes that the shopkeeper is earning 
a taxable income. By this report the Income-Tax Officer may 
suspect the genuineness oi the book* of account that a e produced 
before him at later stage. After getting the notice under section 
22 (2) served on the shopkeeper, the inspector may ask the Income- 
Tax Officer to issue a notice under section 22(4) tor the production 
■of the books of account. 

(16) Discuss the admissibility or otherwise of the following 
expenses, giving reasons :— 

(a) Rs- 2,000 paid under the ‘‘Own your own telephone" 

scheme tor the installation of a new telephone connec¬ 
tion- 

(b) Rs- 500 paid to a chartered accountant in connection with 

a sales-tax appeal* 

(c) Rs. 700 piid to an income-tax Vakil-Rs. 300 for 

conducting the case before the Income-Tax Officer 
during the course of assessment proceedings and Rs.400 
for conducting an appeal of an earlier year before the 
Income-Tax Appellate Tribunal* 

(d) The assessee took a forest on lease for extracting rosin* 

With a view to extract more rosin he gave deeper cuts 
to the trees than was permissible under the lease which 
was according to the rules of the Government Forest 
Department. The assessee was prosecuted and fined 
Rs. 3,000 which is claimed as a business deduction 
under section 10(2)(xv). 

(e) Rs. 500 paid by a firm to a lawyer for drafting its deed 

of partnership when it commenced its business and 
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Rs-1,000 spoilt oa publicity during the three months- 
before it started business. 

(/) Rs- 800 spent on the occasion of Diwali r for distribution* 
of cash rewards and sweet-meats amongst the employees 
and lor arranging the celebrations- 


(a) According to administrative instructions, Rs- 2,000 paid 
under “Own your own telephone” scheme is revenue expenditure 
allowable in lull in the year in which it is paid- 

(b) Unlike expenses incurred on account of income-tax 
appeals, expenses of sales-tax appeal are an admissible deduction 
under section l(K2Kxv). 

(c) Expenses incurred annually in connection with the 
settlement oi iiicome'tax liability of an assessee are an admissible 
deduction- Rs- 300 will therefore be allowed. Expenses connected 
with subsequent proceedings before the higher authorities are not 
allowed. Rs. 400 is therefore not admissible as a deduction- 

(d) Rs. 3,000 is not an item which was expended for the 
purpose of enibung the assessee to earn profits in the tiade but 
\*as imposed as a p malty tor the breach ol the rules, and is not, 
tlier el ore, allowable as a tl duct ion- 

(e) Rs. 500 paid for drawing up a partnership deed is in the 
nature of initial cipital expenditure and is not allowable. As 
regaids Rs. 1,000 on account of p lbLc.ty, which was incurred during 
the three months before the firm started business, deductions are 
allowable by section 10,i) only in respect of bisiness carried on by 
the assessee- II-nee expens-s incurred before the conun uieemeiit 
of business cannot b : allowed. 

(f) According to administrative instrn itions, customary 
payments m respect of I)Lwah, etc-, are allowed as a deduction up- 
to Rs- 200 only. Hence Kv 0)0 will be d is ill owed. 
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Section 45 states the circumstances in which an assessee is 
deemed to be in default as regards the payment of tax. Under this 
section, any amount specified as payable in a notice of demand 
under section 29 or in an order under section 31 or 33 shall be paid 
within the time, at the place and to the person mentioned in the 
notice or order, or if a time is not mentioned, then on or before the 
1st day of the second month following the date of service of the 
notice or order. 

If an appeal is preferred against an assessment, this would not 
be itself entitle the assessee to withhold payment of the tax till the 
appeal is decided ; but the Income-tax Officer may, in his discretion, 
treat the assessee as not being in default as long as such appeal is 
undisposed of. 

Where an assessee has been taxed in respect of his foreign 
income arising in a country, 1 he laws of which prohibit the remit¬ 
tance of money to India, the assessee cannot be treated as being in 
default in respect of that part of the tax which is due on income 
which by reason of such prohibition cannot be and has not been 
brought into India, and the assessee must continue to be treated as 
not being in default so long as the prohibition continues. 

Section 46 provides the penalty for default and the mode and 
time of recovering arrears of tax. 

Penalty for Default. 

According to section 46(1) and (1A), if there is default in 
paying the tax within the time allowed, the Income-Tax Officer is 
empowered to levy a penalty, and in case of continued default the 
penalty may be enhanced from time to time, but the total penalty 
should not exceed the amount of arrears. The order of the Income- 
Tax Officer must state the specific sum which the assessee has to pay 
by way of penalty. A penalty may be imposed off a legal represen¬ 
tative assessed under section 24B for his default in paying the tax 
due under such assessment. An appeal can be preferred from an 
order imposing a penalty. 

Where the assessee is in default in making payment of 
income-tax and the Income-Tax Officer, acting under section 46(1), 
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imposes a penalty on the assessee, and the assessee prefers an appeal 
to the Appellate Assistant Commissioner before paying the tax, the 
first proviso to section 30(1) does not take away the right of appeal, 
but only bars the remedy until the tax is paid. The payment of tax 
is a condition precedent not to the presentation of the appeal but to 
the hearing and disposal of the appeal. The appeal is liable to be 
dismissed if before the date of hearing of the appeal, the tax has 
not been paid (33 /. T. R. 334). 

In cases where the taxes are comparatively heavy and the 
assessee is in genuine difficulty regarding the payment of the entire 
sum on the due date, the Income-tax Officer has power to grant 
time for the payment of tax by way of postponing the collection 
to a convenient date or by permitting the payment by instalments. 
It is usual in such cases to require the assessee to pay 3% per annum 
interest on the amount in arrear. 

Modes of Recovery. 

Sub-sections (2) to (6) of section 46 lay down the various 
ways of recovering arrears of tax, and these are as follows : — 

(1) Under section 46(2), the Income-Tax Officer may forward 
to the Collector a certificate under his signature specifying the amount 
of arrears due from the assessee. The certificate must be forwarded 
to the Collector of the place where the demand is payable. The 
Collector, on receipt of such certificate, has to proceed to recover 
from the assesses the arrears of tax, penalty or interest as if they 
were arrears of land revenue, and the Collector of the district in 
which the office of the Income-Tax Officer is situated has the further 
power to send a certificate of the amount to be recovered to the 
Collector of another district. 

The Collector shall, for the purpose of recovering the amount 
specified in the certificate, have all the powers which (a) a Collector 
has under the Revenue Recovery Act, 1890, and (b) a civil court 
has under the Code of Civil Procedure, 1938, for the purpose of the 
recovery of an amount due under a decree. Thus, the Collector has 
the power of attachment and sale of the defaulter’s property. 

The expression “Collector” includes (a) an additional Collector 
or any other officer authorised to exercise the powers of a Collector 
under any law for the time being in force in a State relating to land 
revenue, and (bj a Collector in Pakistan. 

The Income-Tax Officer may forward a certificate to a Collec¬ 
tor in Pakistan through the Central Board of Revenue of Pakistan 
if the assessee has property in the district of that Collector. 

A legal representative assessed under section 24B (2) on the 
income of his predecessor-in-interest is not an assessee within the 
meaning of section 29 or section 46(2). The Income-Tax Officer 
has, therefore, no jurisdiction under section 46 2) to treat the legal 
representative as an assessee from whom arrear of tax is due and to 
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forward to the Collector a certificate of arrears due from him ; nor 
does the Collector, on receipt of such a certificate, have jurisdiction 
to proceed to recover the tax from the legal representative as an 
arrear of land revenue. The fiction enacted by section 24B (2) of 
treating the legal representative as the assessee is only for the limited 
purpose of assessment, and does not extend to the collection of tax 
(33. 1 . T. R. 4 r 6, 

(2) Under section 46(3) and (4) the Income Tax Officer may 
recover the arrears by any process enforceable for the recovery of 
an arrear of municipal tax or local rate, provided the Commissioner 
has directed that any arrears may be recovered by such process in 
the area. 

(3) Under section 46(5), where the assessee is a salaried 
person , the Income-Tax Officer may require the person paying the 
salary to deduct from such payment any arrears of tax due from the 
assessee. 

(4) Under section 46 (6), where the recovery of income-tax in- 
any area has been entrusted to a State Government, the income-tax 
must, if the State Government has so directed, be recovered with 
any municipal tax or local rate by the same person and in the same 
manner as the municipal tax or local rate is recovered. 

(5) Under section 46 (5A), the Income-Tax Officer may, at 
any time and from time to time, by a written order, require any 
person from whom money is due or may become due to the assessee 
or any person who holds or may subsequently hold money for the 
assessee, to pay to the Income-Tax Officer an amount out of the 
money due to the assessee sufficient to satisfy the claim of the revenue. 
Any person making a payment in compliance v\ith such an order 
is deemed to have made the payment under the authority of the 
assessee, and the receipt of the Income-Tax Officer is a good 
discharge of the liability of such person to the assessee. 

If the person, in disregard of such an order, nukes a payment 
to the assessee, he would be personally liable to the extent of the 
payment made to the assessee or to the extent of the amount of the 
tax and penally due from the assessee, whichever is less. 

Where the person to whom an order under this sub-scction is 
sent refuses to comply villi it on the ground that the sum demanded 
is not due to the assessee or lhat he does not hold any money for 
the ns'essec, he cannot be forced to make payment to the Income- 
Tax Officer. 

The Income-Tax Officer may exercise this power even aficr he 
has issued a certificate lo the Collector. 

Where a refund of tax is due to a Hindu undivided family, the 
refund is not payable to any coparcener as such, for no member of 
a joint family can claim any specific property of the fjmily as his 
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share. The amount of tax refundable to the joint family cannot r 
therefore, be attached,under section 4 (5A), by way of recovery of 
any tax separately due from a coparcener in respect of his> personal 
income (33 /. T R. 457) 

This power was given to Income-Tax Officers irr 1 48* The 
Income-Tax Officer has now the power directly to attach all moneys 
due to a defaulting asscssee without having to issue a certificate to* 
the Collector. This provision enables the Income-Tax Officer to 
attach bank accounts. 

The above modes of recovery of tax are not exhaustive. Section 
46 does not take away from the Government the right of enforcing 
payment by any other method open to it, e. g., by filing a suit 
against the defaulting assessee. 

No State can sue in a foreign country for taxes due under the 
law of that State. 

The Government has priority over unsecured creditors in the 
payment of debts in insolvency and liquidation. Therefore, arrears 
of tax, penalty or interest must be paid before unsecured creditors 
are satisfied. The fact that a creditor has attached the assessee’s 
property docs not give him any preferential right over the 
Government. 

Limitation. Recovery proceedings under section 46 must be 
commenced within one year from the last day of the financial year 
in which the demand is made. But this period of one year is 
reckoned : 

(a) in the case of an appeal, from the date on which the 

appeal is d isposed of ; 

( b ) in the case of any stay order, from the date on which the 

stay order is withdrawn by the court ; 

(c) if time has been granted for payment, from the expiry of 

such time ; and 

( d ) if the assessee has been allowed to pay in instalments, 

from the date of the last instalment. 

The time limit of one year does not apply in the following 
cases :— 

(1) Where proceedings are taken under seetion 46 to recover 
the tax assessed on a non-resident in cases falling under section 42(1). 
In such cases, the tax may be recovered from any assets of the 
non-resident which are im India or which may at any time come 
into India. 

(2) Where the assessment is on foreign income arising in a 
country the laws of which prohibit the remittance of money to Iftdia. 
In,rsuch j cases, rpcoyery proceedings may be taken after the prohibi¬ 
tion is removed. 
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Recovery under Protective As r essment. It is open to the Depart¬ 
ment to make assessments on two persons in respect of the same 
income, where it is doubtful which assessee is really liable to charge, 
because unless such protective or alternate assessment is made, 
assessment proceedings against the party ultimately found to be 
liable may become time-barred. The Department cannot, however, 
recover the tax from both the assessees in respect of the same income 
(31 J.T.R. 603). 

Writeoff of Demand. 

Where a defaulting assessee has no assets whatever, and the 
amount of tax due from him has become totally irrecoverable, on an 
application made by the Income-Tax Officer and recommended by 
the Inspecting Assistant Commissioner, the Commissioner has the 
power to sanction the write-off of the amount as irrecoverable. 

The mere fact that a demand of income-tax is written off by 
the Department in their own accounts does not preclude the Depart¬ 
ment from recovering any arrear of tax outstanding when they find 
that it has become possible to recover it (34 I. T. R. 113). 

Illustration 

When an assessee is in default in the payment of tax, what 
steps would the Income-Tax Officer ordinarily take for the reiiisa- 
tiou of the same ? If the defaulter assessee is 

(a) a private limited company 99% of whose shares are held 

by one man and 1% by his nominee ; 

(b) a man who has gone over to Pakistan, his assets in India 

being declared evacuee propeity ; 

(c) A Hindu undivided family which has disrupted - 

(d) a firm has b *en dissolved ; 

(e) a. company which lias been succeeded to in business by 

another company ; 

to one who has assets in Pakistan but none in India ; or 

(g) one who has assets in a State other than that in which Le 

is assessed; 

what procedure ■ should the Income-Tax Officer adopt for the 
realisation of the tax ? 


When an assessee is in default in the payment of tax, the 
Income-Tax Officer would ordinarily take the: following ^teps for 
the realisation of the same :— 

1. He would impose a penalty under section 46 (l). The 
penalty may be imposed more than once but the total of the penal¬ 
ties so imposed should not exceed the amount of lax in arrear- 
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2. If inspite of the penalty the tax is still unpiid, he should 
forward to the Collector a recovery certificate und^r section 46(2), 
cn receipt of which the Collector will realise the arrear of tax as if 
it was an arrear of land revenue. 

3* Simultaneously he may under section 46(5A) ask any 
person who owes or may owe any money to the defaulter to pay 
that amount to the Income-Tax Officer on the money becoming due 
and not to the defaulter. 

4. If the defaulter be a salaried employee, the Income-Tax 
Officer may, under section 46(5) ask the employer to deduct the 
arrears of tax from the next payment of salary to the defaulter and 
pay it to the treasury. 

5. If the necessary notification has been issued by the 
Commissioner of Income-Tax, the arrears of tax may be realised 
by a sale process which is used for the realisation of an arrear of 
municipal or local taxes- 

In the circumstances mentioned the procedure to be adopted 
would be as follows :— 

(fl) All the above processes as may suit the requirements of 
the case m iy be adopted against the company. 

(f>) The Income-Tax Officer should register his claim with 
the Custodian of Evacuee Property. 

(c) Proceedings for recovery will be taken against all the 
separated members in the same way as against the Hindu undivided 
family if it had not disrupted- 

( d) The tax may be realised from the persons who were 
partners during the previous year to which the tax relates. 

(e) Proceedings for the realisation of tax may be taken against 
the successor company for the tax pertaining to the year of succes¬ 
sion and the year immediately preceding that. If the arrears relate 
to the period prior to the years mentioned above the whole tax is 
to be realised from the succeeded company and not from the 
successor company. 

(f) The certificate under section 46(2) should be forwarded 
through the Central Board of Revenue to the Collector in Pakistan 
in whose district the assets are situated. 

(g) The certificate under section 46(2) should be forwarded , 
to the Collector with the request that it may be pissed on to the 
Collector of the district in which the assets are situited. 

Tax-Clearance Certificates 

In order to secure that payment of taxis not evaded by any 
person liable under the Indian Income-Tax Act, leaving the territory 
of India without settling his tax dues, section 46 A provides that no 
person shall be permitted to leave India either by land, air or sea 
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unless he obtains a tax-clearance certificate or an exemption certi¬ 
ficate from any one of the Income-Tax Officers (Foreign Section) 
who may be appointed from time to time. 

Persons of Indian domicile and any other persons who are 
already assessed should make the application in the prescribed 
form to the Income-Tnx Officer within whose jurisdiction they reside 
or by whom they are assessed. The Income-Tax Officer will give 
an authorisation which can be exchanged for a clearance certificate 
or an exemption certificate from the Income-Tax Officer (Foreign 
Section). Those who are of non-Indian domicile not already 
assessed in India should apply directly to one of the Income-Tax 
Officers (Foreign Section) in the prescribed form. 

The clearance certificate states either that the person concerned 
has no tax liability or that satisfactory arrangements have been made 
for the payment of all taxes payable by that person. If the Income- 
Tax Officer is satisfied that such person intends to return to India 
he may issue an exemption certificate. 

It is the responsibility of steamship and airline companies to 
satisfy themselves that their passengers are in possession of tax 
clearance or exemption certificates. If they fail to check up this and 
allow any person to travel without such certificaies, they will be 
held liable to pay the tax payable by the passenger. 

The Central Government has, by a notification, directed certain 
categories of persons to be exempt from the operation of this section. 
Such person^ are : 

(1) All persons below the age of 18 years. 

(2) Passengers in transit holding transit visa or bona fide 

overseas tourists holding tourist visa, provided that the 
total period spent by such passengers in India does not 
exceed 90 days. 

(3) All employees of the Central Government or State 

Governments or any local authority, and their wives. 

(4) British service officers and other ranks proceeding ex- 

India on termination of their contract of service with 
the Government of India, and the wives of such officers. 

(5) All diplomatic envoys of foreign and commonwealth 

countries accredited to India and their wives. 

(6) Foreign consular officers de carriere posted in India and 

their wives. 

(7) Trade Commissioners and Trade Agents de carriere of 

foreign and commonwealth countries posted in India 
and their wives. 

(8) Members of the staff of the establishments of any of the 

officers mentioned in (5), (6) and (7) above provided 
they are nationals of the country represented by that 
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officer and are wholetime employees of the Government 
of that country and are not engaged in a private 
occupation for gain in India, and their wives. 

(9) All persons proceeding on piligrimage by sea to the 
Hejaz, provided that they travel in deck class on pilgrim 
ships with return tickets, hold pilgrim passes, and are 
not in possession of international passports. 

(10) All persons proceeding on pilgrimage by sea to Iran and 

Iraq, provided that they travel in deck class with return 
tickets, hold pilgrim passes, and are not in possession 
of international passports. 

(11) Indian nationals who go abroad for temporary periods, if 

the customs authorities are satisfied that an Indian 
national is going abroad for a temporary period. 
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APPEALS AND REVISION 


Appeals 

There is no inherent right of appeal ; a right of appeal must be 
given by the statute. Section 30 gives to the assessee a right of appeal 
to the Appellate Assistant Commissioner against the following 
orders of the Income-Tax Officer :— 

(l) Section 23. An order of assessment. 

(2) Section 23A. An order imposing a penal super-tax on a 

section 23A company. 

(3) Section 24. An order determining the amount of loss of 

a business, profession or vocation. 

(4) Section 25. An order imposing a penalty for failure to 

notify the discontinuance of a business, profession or 
vocation. 

(5) Section 25 A. An order declaring that a Hindu undivided 

family has been partitioned or failing so to declare. 

(6) Section 26. An order determining that a succession has 

taken place to a business, profession or vocation. 

(7) Section 26A. An order refusing to register a firm either 

in the first instance or by way of renewal. 

(8) Section 27. An order refusing to reopen an assessment. 

(9) Section 28. An order imposing a penalty. 

(10) Section 44E and 44F. An order imposing a penalty for 

failure to furnish particulars of certain securities. 

(11) Section 46. An order imposing a penalty for non pay¬ 

ment of tax. 

(12) Section 48. An order refusing to allow a refund. 

(13) Section 49. An order refusing double taxation relief. 

(14) Section 49F. An order refusing a refund to a legal 

representative. 

Where the partners of a firm are individually assessable on 
their shares in the total income of the firm, any such partner may 
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appeal against the order of the Income-Tax Olficer determining the 
amount of the total income or loss of the firm or the apportionment 
thereof between the several partners. 

The filing of an appeal does not operate to stay the notice of 
demand ; therefore any tax due must be paid before an appeal can 
be heard. There is no provision in the Act which restricts the right 
of Government to collect the tax due pending the disposal of an 
appeal. Relaxation may, however, be allowed, in the discretion of 
the Income-Tax Officer, on part of the tax provided the issue involved 
in the appeal is substantial. 

Section 30 gives the right of appeal only to the tax-payer and 
not to the Department ; therefore the Department cannot appeal 
against any order of the Income-Tax Officer to the Appellate Assis¬ 
tant Commissioner. But section 33B empowers the Commissioner 
to revise any order of the Income-Tax Olficer which is prejudicial to- 
the interests of Revenue. 

The various appeals permissible under the Act are as follows: — 

(l) Appellate Assistant Commissioner In the first instance, 
an assessee can appeal to the Appellate Assistant Commissioner 
against the orders of the Income-Tax O ficer under section 3'J. An 
appeal should ordinarily be filed w ithin 30 days of the receipt of the 
notice of demand, or of the recent of the order against which the 
appeal is to be preferred. The word ‘ordinarily’ denotes that there 
is nothing to prevent the Appellate Assistant Commissioner from 
entertaining an appeal beyond the period of 3 > days, if sufficient 
cause is shown for the inability to file the appeal within time. 

An order of the Appellate Assistant Commissioner refusing to- 
condone the delay in filing an appeal and dismissing the appeal a£ 
time-barred is an order under section 31, and is therefore appellable 
to the Appellate Tribunal (2D I.T.R. 607). 

The powers conferred upon the Appellate Assistant Commis¬ 
sioner by section 31(3) are much wider than the powers of an 
ordinary course of appeal. His competence is not restricted to- 
dealing with the subject-matter of appeal ; he may examine all 
matters covered by the assessment order and correct the assessment 
in respect of all such matters even to the prejudice of the assessee 
and may remand the case to the Income-Tax Officer for inquiring 
into items which were not the subject-matter of appeal (31 /. T. R» 
909). 

The procedure laid down in section 31 for the disposal of an 
appeal is as follows ;— 

(a) The Appellate Assistant Commissioner shall fix a date for 
the hearing of the appeal and give notice thereof in time to the 
assessee. The hearing may be adjourned from time to time. At the 
hearing of the appeal the Income-Tax Officer is also entitled to be 
heard either in person or by a representative. In an appeal against 
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an order under sectioh 25 A declining to record a partition of a 
Hindu undivided family, the appellate decision is not given without 
hearing the other members of the family who might be contending 
against the alleged partition. 

(b) 1 he Appellate Assistant Commissioner may make any 
private inquiries behind the back of the assessee and act upon the 
same, even as the Income-Tax Officer can. He may entertain fresh 
evidence. He may call for account books and documents. If the 
appellant desires to lead fresh evidence it is open to the Appellate 
Assistant Commissioner either to admit or to refuse the evidence, 
and the discretion cannot be interfered with. However in appeals 
against best judgment assessment the fresh evidence tendered is 
normally admitted. 

(c) The Appellate Assistant Commissioner may completely set 
aside the assessment and remand the proceedings hack to the Income- 

1 ax Officer so that the latter may make a fresh assessment in the 
light of the directions given by the Appellate Assistant Commissioner. 

( d) Where the Income-Tax Officer has refused to register a 
firm or cancelled the registration of a firm, the Appellate Assistant 
Commissioner may direct a registration of the firm and ask the 
Income-Tax Officer to make a fresh assessment. 

(e) If the appellant fails to appear on the date of hearing, 
the appeal should not be dismissed but should be decided on merits. 
The Appellate Assisant Commissioner must ascertain and settle, 
according to the best of his judgment, the sum on which the tax¬ 
payer ought to be assessed. 

(/) The Appellate Assistant Commissioner may confirm, 
cancel or vary the order appealed against, but he shall not enhance 
an assessment or a penalty unless the appellant has had a reasonable 
opportunity of being heard. 

(g) The Appellate Assistant Commissioner shall, on the 
conclusion of the appeal, communicate the orders passed by him to 
the assessee and the Commissioner. 

(2) Appellate Tribunal. Under section 33, an appeal I'es to 
the Appellate Tribunal against the orders of the Appellate Assistant 
Commissioner. A further appeal to the Appellate Tribunal lies only 
if an order of the Appellate Assistant Commissioner falls under 
section 31 or section 28 and not otherwise. This right of appeal is 
given to the assessee as vs ell as to the Jncome-Tax Department. 
The Commissioner may direct the Income-Tax Officer to appeal to 
the Appellate, Tribunal, if he objects to the order passed by the 
Appellate Assistant Commissioner. The assessee is required to- 
deposit a fee of Rs. 100 before preferring an appeal to the Tribunal, 
hut no such fee is to be paid by the Department. 

The period of limitation for appealing to the Tribunal both by 
the assessee and by the Income-Tax Department is 60 days from the 
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date on which the order is communicated to them. The Tribunal 
has, however, the power to excuse any delay in the presentation of 
the appeal if there is sufficient cause. 

An appeal to the Tribunal is to be presented in the prescribed 
form. The Tribunal is competent to entertain any new question, 
which may not have been raised before the Income-Tax Officer or 
the Appellate Assistant Commissioner, especially if it relates to a 
pure question of law. There is nothing in section 33 enabling the 
Tribunal to enhance an assessment. The Tribunal has to pass orders 
on the appeal preferred to it. If the assessee appeals to the Tribunal 
seeking to reduce the assessment but if the Department desires to 
increase it, the latter must file a distinct cross appeal. The order 
passed by the Tribunal is final on a question of fact, but a reference 
may be made to the High Court on a question of law. 

In an appeal by an assessee nnder section 33 to the Appellate 
Tribunal it is not open to the Tribunal to raise any ground which 
will work adversely to the appellant and pass an order which makes 
his position worse than what it was under the order appealed against, 
if the Department has not appealed from such order. The word 
‘“thereon’’ in thi expression “may pass such orders thereon as it 
thinks fit” in section 33 means on the grounds raised in the appeal, 
and the words of the section are not wide enough to include a power 
to enhance an assessment without an appeal by the Commissioner 
(31 I. T. R. 294). 

(3) High Court. When either the assessee or the Commissioner 
is aggrieved by the decision of the Appellate Tribunal, section 66 
provides the remedy. Either of them may require the Tribunal to 
refer the case to the High Court of the concerned State ; but he can 
do so only when a question of law arises out of the decision of the 
Tribunal. The period of limitation for making an application to the 
Tribunal for this purpose is 60 days from the date of the service of 
the appellate order of the Tribunal upon the assessee or the Com¬ 
missioner as the case may be. The application is to be made in the 
prescribed form, and in the case of an application by the assessee it 
must be aecompanied by a fee of Rs. 100. 

The Tribunal may dismiss the application or it may comply 
with the requisition, but the decision must be taken within 9J days 
■of the receipt of the application. If the Tribunal does not agree to 
state a case to the High Court the applicant may mike an application 
to the High Court praying for a direction to the Tribunal to state a 
reference to the High Court. 

On receipt of the statement of the case from the Appellate 
Tribunal, the High Court shall have to hear the case and to decide 
the question of law raised thereby. 

(4) Supreme Court. Section 66A provides that an appeal 
shall lie to the Supreme Court from a Judgment of the High Court 
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-delivered on a reference made under section 66, if the High Court 
certifies that the casj is a fit one for appeal to the Supreme Court. 

The jurisdiction of the High Counts and the Supreme Court in 
respect of income-tax references has been clearly defined in the 
following extract by the Supreme Court, which has been 
taken from its judgment in Lalchand Bhagat Ambica Ram v. C.I.T., 
Bihar and Orissa (37 I.T.R. 288) :— 

“The limits of our jurisdiction to interfere with findings of fact 
reached by the courts or tribunals of facts have been laid down by 
us in various decisions of this court. In Dhirajlal Girdhanlal v . 
C.LT. we observed that when a court of fact airives at its decision 
by considering material which is irrelevant to the enquiry or acts 
on material, partly relevant and partly irrelevant, where it is impos¬ 
sible to say to what extent the mind of the court was affected by the 
irrelevant maierial used by it in arriving at its decision, a question 
of law arises ; whether the finding of the court of fact is not vitiated 
by reason of its having relied upon conjectures, surmises and sus¬ 
picions not supported by any evidence on record or partly upon 
evidence and parlly upon inadmissible material. 

“We also observed in Dhakeswari Cotton Mills Ltd. v. C.LT . 
that an assessment so made without disclosing to the assessee the 
information supplied by the departmental representative and with¬ 
out giving any opportunity to the assessee to rebut the information 
so supplied and declining to take into consideration all materials 
which the assessee wanted to produce in support of the case consti¬ 
tuted a violation of the fundamental rules of justice and called for 
interference on our part. 

“In Mehta Parikh & Co. v C.LT. this court observed that the 
■conclusions based on facts proved or admitted may be conclusions 
of fact but whether a particular inference can legitimately be drawn 
from such conclusions may be a question of law. Where, however, 
the fact finding authority has acted wiihout any evidence or upon a 
view of the facts which could not reasonably be entertained or the 
facts found were such that no person acting judicially and properly 
instructed as to the relevant law could have found, the court is 
entitled to interfere. 

“In our decision in Sree Meenakshi MVls v. C./T., after dis¬ 
cussing the various authorities on the subject we laid down that a 
finding on a question of fact is open to attack under section 66(1) as 
■erroneous in law when there is no evidence to support it or if it is 
perverse. 

“The latest pronouncement of this court in Omar Salay 
Mohimed Sait v . C.I.T . summarises the position thus ; 

“We are aware that the Income-Tax Appellate Tribunal is a 
fact finding tribunal and if it arrives at its own conclusions of fact 
-after due consideration of the evidence before it this court will not 
interefere. It is necessary, however, that every fact for and against 
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the assessee must have been considered with due cire and the 
Tribunal must have given its finding in a manner which would 
clearly indicate what were the questions which arose for determina¬ 
tion, what was the evidence pro and contra in regard to each one 
of them and what were the findings reached on the evidence on 
record before it The conclusions reached by the Tribunal should 
not be coloured by any irrelevant considerations or matters of 
prejudice and if there are any circumstances which required to be 
explained by the assessee, the assessee should be given an opportu¬ 
nity of doing so. On no account whatever should the Tribunal 
base its findings on suspicions, conjectures or surmises nor should 
it act on no evidence at all or on improper rejection of material and 
relevant evidence or partly on evidence and partly on suspicions, 
conjectures or surmises, and if it does anyLhing of the sort, its find¬ 
ings, even though on questions of fact, will be liable to be set aside 
by this court’’. 

(5) Writ Petitions. Apart from the jurisdiction which the 
High Court exercises under section 66 and the Supreme Court under 
section 66A, there is nothing in the Income-Tax Act which fetters 
the free exercise of the powers vested in the High Court and the 
Supreme Court under the provision of the Constitution to admit 
writ petitions. 


Revision by Commissioner 

When the stake involved is small, it is hard for an assessee to 
go to the Appellate Tribunal in appeal against the order of the 
Appellate Assistant Commissioner, because he has to pay Rs. 100 for 
doing so. In order to remove this hardship, a cheaper remedy is 
given by section 33A which provides for a revision by the Commis¬ 
sioner. The Commissioner may exercise his revisional powers 
under this section either on his o^n motion or on the application of 
an assessee. 

Under Section 33A. 

Section 33A(l) deils with revision by the Commissioner on his 
own motion. He miy call for the record of any proceeding in which 
an order has been passed by an authority subordinate to him (i. e., 
the Income-Tax Officer or the Appellate Assistant Commissioner), 
and after making such inquiry as he thinks fit, he may pass such? 
order thereon (not being an order prejudicial to the assessee) as he 
thinks fit. He cannot, however, revise an order 

(a) if the order is appealable to the. Appellate Assistant 

Commissioner or the Appellate Tribunal, and the time 
for appeal has not expired, or 

(b) if it is pending adjudication before either of authorities^ 

or, 
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(c) if it was made more than a year previously. 

Section 33A (2) deals with revision by the Commissioner on the 
application of an assessee. The application must be made within 
one year from the date of the order passed by an authority subordi¬ 
nate to the Commissioner and must be accompanied by a fee of 
Rs. 25. The Commissioner is empowered to condone delay in mak¬ 
ing an application for revision if he is satisfied that the assessee was 
prevented by sufficient cause from making the application within the 
period of one year. 

The Commissioner’s power of revision is subject to the follow¬ 
ing conditions ;— 

(a) If the order is appealable to the Appellate Assistant 

Commissioner or the Appellate Tribunal, the Commi¬ 
ssioner cannot revise it until the time for appeal has 
expired. But in the case of an appeal to the Appellate 
Tribunal, if the assessee waives his right of appeal, the 
Commissioner may revise the order even before the 
expiry of the time for appeal. 

(b) If an appeal has been made against the order to the 

Appellate Assistant Commissioner, the Commissioner 
cannot exercise his revisional power while the appeal 
is pending, but, he can do so after the appeal has been 
disposed of. 

(c) If an appeal has been made against the order to the 

Appellate Tribunal, the Commissioner’s revisional 
jurisdiction disappears. It cannot be exercised at all 
while the appeal is pending or even after it has been 
disposed of. However, when an ap eal is dismissed as 
time-barred by the Appellate Tribunal, the Commissioner 
can exercise his revisional jurisdiction. 

On receipt of application, the Commissioner may call for 
the record of the proceedings in which such order was passed, and 
on receipt of the record he may make such inquiry and may pass 
such order (not being an order prejudicial to the assessee) as he 
thinks fit. The Commissioner is not bound to give a hearing to the 
assessee, but in important cases the assessee is usually heard before 
an order is passed by the Commissioner. 

The assessee may apply to the Commissioner for revision of 
the order of the Income-Tax Officer or that of the Appellate 
Assistant Commissioner. In either case the Commissioner’s order 
will be final. The assessee himself has to choose whether he should 
appeal against an order of the Income-Tax Officer or of the 
Appellate Assistant Commissioner or he should apply to the 
Commissioner far its revision. The second course is cheaper, but in 
practice it may not be so effective as an appeal. 
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Under Section 33B. 

It will be noticed from above that under section 33A, the- 
Commissioner cannot revise an order so as to make it prejudicial 
to the assessee. Therefore section 323 provides that the* 
Commissioner may call for and examine the record of any procee¬ 
ding, and if he considers that the order passed by the Income-Tax 
Officer (and not by the Appellate Assistant Commissioner) is 
erroneous in that it is prejudicial to the interests of Revenue, he 
may, after giving to the assessce an opportunity of being heard and 
after making such inquiry as he deems necessary, pass such order 
thereon as the circumstances of the case justify including an order 
enhancing the assessment. 

No order can be pissed under this section to revise an order 
of reassessment made under section 34 nor after the expiry of two- 
years from the date of the order. 

An assessce adversely affected by the Commissioner’s revisional 
order passed under this section m ly appeal to the Appellate 
Tribunal within 63 days from the date on which the order is 
communicated to him. 

The Commissioner’s power of revision under section 33R 
arises whenever any order of the Income-Tax Officer is considered 
erroneous, whether errone ms in law or in fact, whether the facts 
were known or unknown at the timj of the first assessment or 
partly known and partly unknown. The power would exist even if 
the facts have be_n wrongly interpreted and wrong conclusions 
drawn. The scope of section 3 B covers the entire area of deficient 
assessment, from whatever cause and from whatever circumstances 
the deficiency might have arisen. It overlaps the field covered by 
section o4 and exton as to such outside field left uncovered by 
section 34. The combined powers under section 33B and section. 
34 ensure to the Department the levy of full tax in all circumstances, 
subject of course to the time limits mentioned therein. 

Whereas the power of revision conferred upan the Commis¬ 
sioner under 33A is against any order passed by any authority 
subordinate to him, the power of revision conferred upon the 
Commissioner under section 33B is restricted to any order passed 
by the Income-Tax'Officer. Section 33B does not confer upon the- 
Commissioner the power to revise eiLher the orders of the Appellate 
Assistant Commissioner or the Appellate Tribunal. 

When an appeal h provided from a decision of a courfi and 
the appeal court after hearing the appeal passes an order, the order 
of the original court ceases to exist and is m:rged in the order of 
the appeal court, and although the unpeal court may merely confirm 
the order of the trial court, the order that stands and is operative is 
not the order of the trial court but the order of the appeal court. 
Therefore, the Cammissioner of Income-Tax is not competent to 
pass an order under section 33B enhancing an assessment in a 
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matter in which appeal was preferred against the order,of the 
Income-Tax Officer and the said order was confirmed by tho 
Appellate Assistant Commissioner (23 I.T-R . 412). 

However, it would be open to the Commissioner to revise an 
assessment order while an appeal against it is still pending before 
the Appellate Assistant Commissioner, because the Income-Tax 
Officer’s order must be regarded as subsisting and effective in law 
despite the pendency of the appeal (34 l.T.R. 130). 

Illustrations 

(l) Comment on the following :— 

(a) An assessee files an appeal to the Appellate Assistant 
Commissioner against the Income-Tax Officer's refusal to rectify an 
order under section 35. 

(b) In respjet ot an asscsspe in default, the Income-Tax 
Officei passes an order "Issu*; penilty notice" on the ord *r sheet 
and a demand notice for 5% ot the tax in arrears is accordingly 
issued to the assesses. 

(c) A notice under section 34(l)(b) is issued m September I960 
to re open an assessment for 1954-35. 

(d) A notice under section 22(2) for thi y ar 1960-61 was 
issued cn 15^3^61 but it could be served only on 10-4-1961. 

[a) The appeal will not b; entertiined by the Appedlate 
Assistant Commissioner, because in the Indian Ill :ame"Tax Act 
there is no piovis on tor an appeal to him against an order ot an 
Income-Tax Officer refusing to rectify a mistake under section 35- 
The assessec can, however, approach the Commissioner tor revision 
under section 33A (2). 

(£>) It has been judicially held that there must be a specific 
order imposing the penalty and also expressing it in a d ‘finite sum. 
The Income-Tax Ollner's action in passing an older “Issu * penalty 
notice’' and the subsequent issue ot a d maud notice for 5% of the 
tax m arrears will not therefore be in order- 

(c) Such a notice will not be valid, since more tlim 4 years 
have elapsed alter the end of the assessment year 1954-55- 

(d) The mere issue of a not ce under section 22(2) before the 
close of the financial year is not sufficient. The Incoum-Tax Officer 
should hive also ensured that the notice was served upon'the 
assessec before the close of the financial year. As the notice has 
been served after 31st March 1961 it is invalid. Therefore action 
under section 34 will have to be taken in tnis case., 

1 (2) What arc the re visional powers which a Commissioner of 

Income-Tax'can exereise under sections 33A (1), 33A(2) and 33B*. 
and under what conditions ? 
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Revision under section 33A(1). The Commissioner may, of 
his own motion, call for the records in which an order has been 
passed by a subordinate authority and, after making such inquiry 
as he deems fit. he can revise the order passed by the subordinate 
authority. 

The Commissioner cannot revise any order under this section 
if the order sought to be revised was made more than one year 
previously or where the order, is pending before the Appellate 
Assistant Commissioner or has been made the subject-matter of an 
appeal before the Appellate Tribunal. He cannot also revise any 
order in respect of which an app :al lies to the Appellate Assistant 
Commissioner or the Appellate Tribunal but the tune Within which 
that appeal may be filed has not exoired. The Commissioner's 
revision order should not be prejudicial to the ass‘s see. 

Revision under section 33A(2). The Commissioner may, on 
application by the assessee, revise any order pissed by an authority 
subordinate to him, which term includes App Hate Assistant Com¬ 
missioners also. The application by the assessee should be filed 
within a year after the date of the order, though the Commissioner 
can waive the time limit if he is satisfied that the delay on the part 
of the assessee was due to sufficient cause. 

The Commissioner cannot revise any order under this section 
if the order sought to be revised is pending before the Assistant 
Appellate Commissioner or has been made the subject-matter of an 
appeal before the AppTlate Tribunal- He cannot also revis ; any 
order in respect of which an appeal lies to the Appellate Assistant 
Commissioner br the Appellate Tribunal and the time within 
which that appeal may be fifid has not expired or in respect of 
an appeal to the Appellate Tribunal if the assessee has not 
waived his right of app al. The Commissioner’s revision order 
should not b ? prejudical to th ; assess e. However an order declin¬ 
ing to interfere is not d*em:d to bi an oricr prejudicial to the 
assessee. 

Revision under section 33B. If the Commissioner on examining 
the records, considers that any order pished by the Income- 
Tax Officer is erroneous in so far as it is prejudicial to the interest 
of revenue, he may, after giving the assessee an opportunity of 
being heard and making such inquiries as necessary, pass an order 
under this section enhancing or . modifying the assessment or 
cancelling the assessment and directing afresh assessment to be 
made. 

The Commissioner’s powers of revision under this section are 
subject to the following restrictions, namely '• 

(a) He cannot revise an order of reassessment made under 
section 34, nor cm he revise an order after the expiry of two years 
from the date of the order- 
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(b) He can revise the orders of the Income-Tax Officers only 
but not the orders of the Appellate Assistant Commissioner or the 
Appellate Tribunal. But he can revise the order of the Income- 
Tax' Officer while an appeal against it is still pending before the 
Appellate Assistant Commissioner. 

An assessee adversely affected by the Commissioner’s revi- 
sional order passed under section 33B may appeal to the Appellate 
Tribunal within 60 days from the date on which the order is com¬ 
municated to him. 

(3) What are the piriods of limitation, if any, prescribed in 
the following cases ? State also if the authority concerned can waive 
the time-limit, if there is sufficient cause in any case. 

(a) Application filed before the Appellate Tribunal under 

section 35 for the rectification of a mistake in its order. 

(b) Application to an Income-Tax Officer under section 27 for 

the reopening of an assessment- 

(c) Appeal filed before the Appellate Tribunal against an 

order of the Appellate Assistant Commissioner- 

( d ) Revision petition filed before a Commissioner of 

Income-Tax under section 33A ( 2 ) for the cancellation 

of a penalty. 

(e) Appeal to the Appellate Assistant Commissioner against 

an order of the Income-Tax Officer under section 26 A. 

(a) The Appellate Tribunal can rectify a mistake in its order 
if the application is filed within four 3 ears from the dite of the 
Appellate Tribunal s order. The Appellitc Tribunal cannot waive 
the time-limit even if the-e is snff cient c mse for not filing the 
application in time. 

(b) An application to the Income-Tax Officer under section 27 
for re-opening an assessment must be made within one mo th from 
the date of service of the demand notice. The Income-Tax Officer 
has no power to waive the time-limit- 

. (c) The assessee can file an appeal to the Appellate Tribunal 

against ail order of the Appellate Assistant Commissioner within 
60 days of fhe date 011 which such order is communicated to lnni. 
The appelate Tribunal can waive th * time-limit if it is satisfied 
that there was sufficient cause for not filing the appeal within the 
period* 

( d ) A revision petition before the Commissioner of Income- 
Tax for the cancellation of a penalty has to be filed within one year 
from the date of the order. The Commissioner can waive this time¬ 
limit if he is satislied that there was sufficient cause for the 
assessee’s not filing the petition in time. 

21 
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(e) An appeal to the Appellate Assistant Commissioner against 
an order, of the Income-Tax Officer under section 26A must be tiled 
within 30 days from the date of receipt of the order in questibn. 
The Appellate Assistant Commissioner can waive the time-lifnit if 
he is satisfied that the appellant had sufficient cause for not presen¬ 
ting the appeal within the period. 

(4) It is said that the findings of fact by the Appellate 
Tribunal are binding on the High Courts. Is it true in each and 
every case ? 


The jurisdiction of the High Court in the matter of income-tax 
references is an advisory jurisdiction. Generally speaking the fin¬ 
dings of fact arrived at by the Tribunal are binding on the High 
Court, but these findings of fact can be interfered with by the High 
Court in the following cases : 

(u) If there is no evidence to support the findings of fact. 

(f>) If the finding of fact is inconsistent with the evidence or 
is contradictory to it. 

(c) If the finding of fact is arrived at by considering material 
which is irrelevant to the inquiry, or by considering 
material which i partly relevant and paitly i relevant, 
or is based partly on conjectures, surmises and suspici¬ 
ons and partly on evidence- 

W) If the finding of fact is based upon misconstruction of 
law or the Tribunal his otherwise misdirected itself in 
law in arriving at that finding. 

(e) If the facts found are such that no person acting judici¬ 
ously or properly instructed as to the relevant law 
could have come to the conclusion reached. 

(/) If correct inference has not been drawn from proved 
facts. 

(5) What is the period of limitation for the following ? 

(a) Appral to the Appellate Assistant Commissioner- 

(b) Appeal to the App Hate Tribunal- 
fa) Revision under section 33A(l). 

(d) Revision under section 33A(2)« 

(e) Revision under section 33B(1). 


[a) Within 30 days of the rece'pt of the order or the demand 
notice, as the case may be, as laid down in section 30. The Appellate 
Assistant Commissioner may, however, adm.t a belated appeal if 
the appellant had sufficient cause for not presenting it within time. 
In computing the period of limitation the time taken for obtaining 
& copy of the order appealed against has to be excluded, , 
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,(6) Within 60 days of the receipt of the order which is 
appealed against. The Tribunal may, however, admit a belated 
appeal if there is sufficient cause for the delay. In computing the 
period of limitation the time taken for obtaining a copy of the order 
appealed against has to be excluded. 

(c) Revision under section 33A(1) must be made within one 
year from the date of the order which is to be revised. 

(d) Within one year fr^m the date of the order which is to 
be revised under section 33A(2), but the Commissioner may extend 
the period if the assesses was prevented by sufficient cause from 
filing the application in time. This period of limitation applies 
orly to the filing of the application under section 33A(2). The 
revision under this section may be made at any time thereafter. 

(e) The revision under section 33B(1) must be made within 
two years from the date of the order which is to be revised. 



CHAPTER 20 
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Refund of tax is necessitated by the system of deduction of 
tax at source as in the case of salaries, interest on securities, divi¬ 
dends and certain other payments. In such cases, the rate of tax 
applicable to the total income or the total world income of the 
recipient of the income is not known at the time the tax is 
deducted. 

Section 18(9) makes it obligatory upon the person deducting 
tax at source to issue a certificate specifying the amount of tax 
deducted from the income concerned and the rate at which it has 
been deducted. Such certificates are accepted by Income-Tax 
Officers as proof that tax has been paid. 

Section 48 provides that, where the tax deducted at source 
exceeds the amount properly payable, the owrer of the income is 
entitled to a refund of the excess. The following are the cases in 
which a refund of tax may be claimed by an assessee :— 

(a) Where the tax has been deducted at source from salary, 

interest on securilies, dividends and certain other pay¬ 
ments at a rate higher than that applicable to the total 
income of an assessee. 

(b) Where relief is due on account of double taxation of 

some income. 

(c) * Where the rectification of a mistake under section 35 has 

the effect of reducing the tax paid. 

(d) Where an appeal against the assessment results in a 

reduction of tax which has already been paid. 

(e) Where a business, profession or vocation, which was 

charged to tax at any time under the Income-Tax Act 
of 1918, is discontinued or succeeded toby another 
person. 

Refund Procedure. A person claiming refund must make an 
application to the Income-Tax Officer in the prescribed form. Such 
application should be accompanied by a return of total income of 
the applicant, and all documentary evidence in support of the claim 
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such as income-tax deduction certificates. Any false application 
for refund is punishable, on conviction before a magistrate, with 
simple imprisonment up to six months or with fine up to Rs.’ 1,000 
or with both. 

Who can apply for refund ? Any person, who finds that the 
amount of tax paid by him or on his behalf in any year exceeds the 
amount with which he is properly chargeable under the Act for that 
year, can claim refund. 

A minor child whose income is added to that of his father is 
not entitled to any refund in respect of that income. He can, 
however, claim refund arising out of any income so included 
in the income of his fither. in such circumstances it is the father 
or the legal guardian who can claim the refund. 

A wife whose income has been assessed along with that of her 
husband is not entitled to any refund in respect of that income. 
However, in respect of the income not so included, she can claim the 
refund. 

When the income of one person is included in the total income 
of any other person, such other person can claim refund pertaining 
to that income. 

Refund due to- a deceased person can be claimed by his legal 
heir, executor or administrator. 

If a person or a company through incapacity, insolvency, 
liquidation or some other cause is unable to claim refund, his trustee 
or receiver or the company’s liquidator can make the claim for 
refund. 

An agent of a non-resident appointed by the Income-Tax 
Officer under section 43 can claim refund on behalf of the non¬ 
resident only if he is specially empowered by the non-resident to 
do so. 

An ex-partner of an unregistered firm is not entitled to apply 
for refund on behalf of the firm, unless he obtains a letter of 
authority from all the ex-partners of the firm. 

Period of Limitations Under section 43 2) T the Appellate 
Assistant Commissioner and the Appellate Tribunal have the power 
when exercising their appellate functions, to order the Income-Tax 
Officer to make a refund of any amount found to have been wrongly 
paid or paid in excess by or on behalf of the assessee. If the amount 
of an assessment is reduced as a result of reference to the High 
Court, the amount overpaid would be refundable to the assessee 
under the proviso to section 65(7). In such cases no application is 
necessary for claiming refund, and hence no question of limitation 
arises. 

Where an excess payment of tax has been made on any income, 
an application for refund becomes necessary, and section 50 provides 
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that such an application must be made within four years from the 
e$d of the assessment year in which the income was chargeable 4o 
tax. For example, income arising in the year 1960-61 from which 
tax has been deducted at source, will be assessable in the assessment 
year 1961-62 and the refund in respect of such deduction at source 
can be claimed at anytime before the close of the year 1965-66 
(31-3-1966). 

If the claim relates to relief in respect of a business, profession 
or vocation charged to tax under the Act of 1918 on its discon¬ 
tinuance or on succession thereto by some other person, it should fbe 
made within one year from the date of discontinuance or succession. 
Such refunds are not governed by the limitation period of four 
years. It is one year from the date of discontinuance or succession 
and not one year from the last date of the assessment year. If a 
business charged to' tax under the Act of 1918 was discontinued bn 
1st October 1950, the claim should be made upto 30th September 
1961. 


Onus of Proof, The onus of proving the claim to refund 
lies on the applicant. He has to prove that the amount of tax paid 
by him or on his behalf exceeds the tax with which he is properly 
chargeable. In the case of a resident, he should krow precisely his 
total income and the relief and rebates that he is entitled to, in order 
to work out the amount with which he is properly chargeable. In 
the case of a non-resident, he should know his total income as well 
as total world income to work out the amount with which he is 
properly chargeable. 

Mode of Refunding. Ordinarily an application for refund is 
disposed of within three months from the date of filing the claim. 
If the disposal of the claim is delayed, the matter should be referred 
to the Income-Tax Officer or the Inspecting Assistant Commissioner. 

If the applicant is resident in India, the amount of refund 
due to him is ordinarily given by issuing a refund voucher on 
the Reserve Bank or State Bank or any Treasury or Sub-Treasury. 

In the case of a non resident the amount of refund is remitted 
to him by bank draft or money order at his cost, unless he appoints 
an agent duly authorised to receive the payment. 

The amount of refund, instead of being paid, may be set off 
against any tax remaining payable. 

Exemption or Abatement Certificate. The necessity of making 
a claim for the refund of tax deducted at source can in many 
cases be avoided by oblaining a certificate from the Income-Tax 
Officer to the effect that the total income or total world income 
of the reci ient is not liable to tax or is liable only at a late less 
than the rate at which tax is to be deducted. 
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In order to obtain an exemption or abatement certificate, an 
application should be made to the Income-Tax Officer with the 
return of total income. 

Appeal. An appeal lies against an order refusing refund or 
reducing it, to the Appellate Assistant Commissioner in the first 
instance and to the Appellate Tribunal thereafter if the claimant is 
dissatisfied with the order of the Appellate Assistant Commissioner. 

As an alternative to appeal, a person claiming a refund may 
apply to the Commissioner for revision. The time limit for such 
application is one year from the date of the order against which the 
application is made. 



CHAPTER 21 


DOUBLE TAXATION RELIEF 


Double taxation arises where a person is subjected to tax on 
the same income in different countries on account of the differing 
operation of the taxation laws of each country. Broadly speaking, 
there are three classes of cases where double taxation arises :— 

(1) The first and most important class includes those cases 
where double taxation is due to the co-existence of personal and 
impersonal tax liability. Personal tax liability is based on the 
personal status of the tax-payer, i. e., his nationality, domicile and 
residence. Impersonal tax liability arises where a State claims tax 
on income earned or received within its territory without having 
regard to the personal status of the recipient. A person may be 
subject to tax on the same income in one country on account of his 
personal status and in another country because the source of his 
income is situated within its territory. Property may be taxed in 
the country where it is situated and also by the country where its 
owner resides. 

(2) The second class includes cases of simultaneous personal 
liability of a person in various countries. This may arise when 
different countries apply different criteria to personal liability to tax 
or where the conditions of the same criteria are differently defined 
in different countries. One country may claim personal tax on 
account of nationality ; another because of the domicile or resi¬ 
dence of the person concerned within its borders. A person who 
has his domicile in one country and a residence in another may be 
liable to tax in the country of his domicile and that of his residence 
as well. 

(3) The third class of double taxation arises when various 
countries apply different tests of impersonal tax liability. Business 
transactions may be subject to tax both in the country of their origin 
and in the country of their completion. Tax on salaries may be 
demanded by the country where the service is rendered, where it is 
paid for, or where the employee resides. 

Section 49A empowers the Central Government to enter into 
an agreement with the Government of any country outside India for 
the granting of relief in respect of double taxation and for the avoi¬ 
dance of double taxation. 
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The basic distinction between double taxation relief agree¬ 
ments and double taxation avoidance agreements is that in the 
former case the assessee is called upon to pay the tax first and then 
to claim relief; whereas the purpose of the latter is to avoid the 
necessity of taxing the same income in both the countries. The idea 
underlying the latter agreements is that, as far as possible, the same 
income does not become chargeable in the two countries simul¬ 
taneously. 

Double Taxation Relief. 

Double taxation relief agreements have been entered into by 
Indi i with several countries such as Kenya, Tanganyaka, Uganda, 
Zinzibar, Gold Coast, Nigeria, Sierra Leone, Gambia, Mauritius 
and Aden. 

In the case of assessees, who have paid income-tax on the same 
income in India and the above-mentioned countries, relief is provided 
for by refund of a portion of the tax so paid in each country in 
accordance with the agreements entered into with them. 

According to section 49D(1), where no such agreement exists, 
the Indian income-tax authorities, on proof being shovnofthe 
payment of tix in the foreign country on the same income, give a 
deduction of tax (calculated o i the income doubly as essed at the 
Indian rate or the foreign rate of tae, whichever 15 less) from the 
income tax payable by him in India. The unilateral relief applies to 
residents only. 

Before an assessee can claim double taxation relief, he must 
show that lie has paid tax on the same income in a foreign country. 
If an assessee paid a percentage of his gross receipts by way of 
royalty to the foreign country, that would not entitle him to double 
taxation relief. 

Agricultural Tax. Under section 49B, where a company pays 
dividend out of its profits which have been assessed to agricultural 
tax by any State Government, the shareholder is enlitled to the 
following reduction in the tax payable by him in respect of the 
dividend :— 

(a) Where the shareholder is not a company, the agricultural 

tax paid by the company to any State or the Central 
income-tax (but not super-tax) payable by the share¬ 
holder on the appropriate portion of the dividend, 
whichever is less, is allowed as a deduction to the 
shareholder from the tax payable by him. 

(b) Where the shareholder is a company, the agricultural tax 

paid by the company to any State or 2 ) per cent of the 
Central income-tax (but not super-tax) payable by the 
shareholder on the appropriate portion of the dividend, 
whichever is less, is allowed as a deduction to the 
shareholder from the tax payable by him. 
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The ‘appropriate portion* of the dividend means that portion 
of the dividend which is attributable to the profits of the company 
assessed to agricultural tax. 

A resident assessee is liable to income-tax in respect of his 
agricultural income in Pakistan. The agricultural income also 
suffers agricultural income-tax in Pakistan. There is thus a hard¬ 
ship caused in such cases. To avoid this hardship, section 49D (3) 
allows relief of an amount equivalent to either the Indian income-tax 
on the agricultural income in Pakistan or the Pakistan agricultural 
income-tax thereon, whichever is less. This relief has been available 
from the assessment year 1948-49 onwards. 

Double Taxation Avoidance. 

A double taxation avoidance agreement with a foreign country 
is intended to avoid the hardship following the initial payment of 
full tax in both the countries and claiming relief later on. The 
broad effect of such an agreement is that each country is entitled to 
tax only that portion of the income which accrues wiihin that 
country, and to take into account the income accruing in the other 
country only for rate purposes. 

India has entered into double taxation avoidance agreements 
with Pakistan and Ceylon. Under these agreements, each country 
shall make assessment in the ordinary way under its own laws, but 
it shall allow an abatement of tax equal to the excess amount calcu¬ 
lated according to the percentages specified in the Schedule to the 
Agreements. Some of the principal percentages mentioned in this 
Schedule are as under :— 


Source of Income 


1. Salary paid by employers 

other than Government. 

2. Salary paid by Government. 

3. Interest on Government secu¬ 

rities 

4. Interest on other securities 

such as debentures 

5. Income from property 


Percentage of income which each 
country is entitled to tax 


100% by the country in which 
the salary is earned by service ; 
nil by the other. 

100% by the country which pays 
the salary ; nil by the other. 

100% by the country where the 
securities are enfaced for pay¬ 
ment of interest and principal ; 
nil by the other. 

100% by the country in which 
the investment is used ; nil by 
the other. 

100% by the country in which 
the property is situated ; nil by 

the nther_ 
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6. Income from profession or 

vocation. 

7. Goods purchased in one 

country and sold in another 
in the same condition. 


8. Goods manufactured in one 

country and sold in the 
same country. 

9. Goods manufactured in one 

country and s Id in the 
other in tfie same condi¬ 
tion without having a 
branch or agency there. 

10. Goods manufactured in one 

country and sold in the 
other through a branch or 
regular agency. 

11. Goods manufactured partly 

in one country and partly 
in the other 

12. Dividends. 


13. Income derived from any 

money lent at interest and 
brought into a country in 
cash or in kind. 

14. Capital gains from sale of 

immovable property. 

15. Capital gains from sale of 

other capital assets. 


100% by the country in which 
professional service is rendered; 
nil by the other. 

10% by th? country in Which 
goods are purchased provided 
there is a branch or regular pur¬ 
chasing agency in that country; 
90% by the other. 

10% by the country in which the 
goods are manufactured ; nil by 
the other. 

75% by ihe country in which the 
goods are manufactured and 
25% by the other. 


50% by the country in which 
goods are manufactured 50% 
by the other. 

50% by each country. 


By each country in proportion to 
the profits of the company 
chargeable by each country 
under this agreement. 

100% by the country into which 
the money is brought; nil by 
the other. 

100% by the country in which 
the property is situated ; nil by 
the other. 

100% by the country in which 
the sale, exchange or transfer 
takes place. 


The occasion when the same income will be taxed in both the 
countries will arise where doubt or difficulty arises in the determina¬ 
tion of the portion of income accruing in a particular country, say, 
account of business operations, and if there is difference of opinion 
whereby each country claims a major portion of the income as 
having arisen within its own territories, an occasion arises for double 
taxation relief, and at that moment the double taxation avoidance 
agreement ceases to operate fully in respect of the assessee and the 
assessee has to obtain relief in each country so as to leave him with 
a tax which is the higher tax in between the two countries. 
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The above provisions would apply where at the time of miking 
an assessment in India the tax payable in Pakistan or Ceylon is 
known, i, e., an assessment has already been completed in that 
country. On the other hind, if at the time making an assessment 
in India, no assessment has been made in Pakistan or Ceylon with 
the result that the tax payable there is not known, an assessment 
would be made in India on the basis of the total income including 
the income accruing in Pakistan or Ceylon, without allowing any 
abatement; but recovery of a portion of the tax e^ual to the 
estimated abatement would be held in abeyance for a period of one 
year. " If the assessee produces a certificite of assessment in Pakistan 
or Ceylon within the period of one year or such longer period as 
may be allowed by the Income Tax O'hcer, the uncollected portion 
of the tax would be adjusted against the abatement allowable under 
the agreement. If na such certificate is produced, the abatement 
would cease to be operative and the outstanding balance of the tax 
would forthwith become recoverable. 

Illustrations 

Is any relief due to an assessee in the following cases under 
the Double Taxation Avoidance Agreement with Pakistan ? If so, 
what ? Give reasons tor your answer- 

(a) A is a pensioner of a company in Karachi, who on 

retirement has permanently settled in India. He is 
now a resident ordimrily resident in India- The 
pension of Rs- 5,000 was remitted to India by the 
Karachi company after deducting tax at source- 

(b) B is a Pakistan Government servant on deputation to 

India for some work of his Government. He stays in 
India for 8 months during a year and receives salary 
from the Pakistan Government in India at Rs- 1,000 
per month. 

(c) C is a permanent resident of India, holding Government 

securities yielding an annual income of Rs. 15,000 from 
interest, Rs.lOjOOO out of which is on securities enfaced 
for payment in Lahore and Rs- 5,000 on securities 
enfaced for payment in Delhi. 

C also holds debentures of a Karachi electricity com¬ 
pany, the interest on which amounting to Rs. 8,000 
was remitted by the company to India. 

(a) As the pension in question has been paid by an employer 
other than Government, 100% of the income is taxable in Pakistan 
where it has been earned. The pension is piid on account of 
services rendered by the assessee in Pakistan- No portion of 
it can be taxed in India. 
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(b) As the salary paid by Government is taxable to the 
extent of 100% by the country which pays the salary, this salary 
is 100% taxable in Pakistan and nothing out of it can be taxed in 
India. 

(c) In the case of interest on securities, 100% of the income 
will be chargeable by the country where the securities are enfaced 
for payment of interest and principal and nil by the other. Hence, 
Rs. 10,000 will be taxable wholly in Pakistan and Rs. 5,000 wholly 
in India. 

The interest of Rs. 8,000 received on the debentures of a 
Karachi company will also be wholly taxable in Pakistan, because 
presumably the investment has been used in Karachi. 



CHAPTER 22 
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As already stated in an earlier chapter dealing with tax liability, 
the various unit of assessment, as mentioned in section 3, are :— 

(i) The individual. 

(ii) The Hindu undivided family. 

(iii) The company. 

(iv) The local authority. 

(v) The firm or partners of the firm individually. 

(in') Other association of persons or the members of the 
association individually. 

The term “individual” means not only a human being. It is 
wide enough to include a group of persons forming a unit. It has 
been held that a corporation created by a statute (e.g., a university 
or a bar council) is also included in the term individual. An indivi¬ 
dual may be a man, a woman, a minor or a person of unsound 
mind. 

An individual is assessed to income-tax and super-tax at a 
graded scale of rates according to the amount of his total income. 
An individual is taxed separately, though he may happen to be in 
any of the other units subject to tax. An individual’s tax liability 
in such circumstances is as follows : — 

(1) As a member of a Hindu undivided family. Any sum 
received by an individual in his or her capacity as a member of a 
Hindu undivided family out of the income of the family is exempt 
from tax, even though the family may not have paid any tax on its 
income. 

Where the income of a member of a Hindu undivided family 
consists of his own personal earnings, such income is taxed in his 
hands as an individual. 

The son of a Hindu does not acquire by birth any interest in 
his father’s self-acquired property. In respect of the income of such 
property, the father is to be assessed as an individual. 

According to Dayabhaga Law, the son does not acquire by 
birth any interest in ancestral property. His rights arise for the 
first time on his father’s death. In the father’s lifetime, therefore, the 
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income from ancestral property is to be assessed as the income of 
an individual, unless the father himself is a member of a copar¬ 
cenary (i.e. y the father himself inherited the ancestral property along 
with a brother). 

The income of a sole surviving male member of a Hindu 
undivided family governed by Milakshara Law is to be assessed as 
his personal income if he has no son. The existence of a wife and 
daughter dees not alter the position, as the wife and daughters have 
no right to share in ancestral property, Similarly, where a female 
is the sole owner of property which has devolved on her upon her 
husband’s death, the income from the property is assessable in her 
hands as an individual. 

The holder of an impartible estate is also assessed as an 
individual in respect of the income of the estate. The assessment of 
Hindu undivided families is dealt with in the next chapter. 

, (2) As member of an unregistered firm. A patner in an unre¬ 

gistered firm is not liable to tax in respect of his share of profits of 
the firm, if the firm itself has been taxed, but such share is included 
in his total income for rate purposes. If the firm has not been 
assessed by reasons of its total income being below the taxable limit, 
each partner’s share of profits will be taxed in his hands. 

(3) As member of a registered firm. A registered firm itself 
has to pay income-tax on its total income when that total income 
exceeds Rs. 40,000. Still, a partner of such a firm will be assessed 
on his share of the firm’s income along with his other income. He 
is, however, entitled to get (a) a rebate of income-tax on the amount 
of his share of the income-tax paid by the firm, and (b) a rebate of 
super tax on the amount of his share of the proportionate income-tax 
paid by the firm on its income from sources other than business. 

(4) As member of an association of persons. The position of a 
member of an association of persons is the same as that of a member 
of an unregistered firm. 

(5) As shareholder in a company. A company is chargeable to 
tax on its profits as a dislinct taxable unit, and it pays the tax in 
discharge of its own liability and not on behalf of its shareholders. 
A shareholder is liable to pay income-tax as well as super-tax on 
the dividends he receives, and the whole of the dividend is taxable 
in his hands, even though a part of it may have been derived from 
non-taxable income of the company, e. g. agricultural income. 

Earned income relief. An individual is entitled to earned in¬ 
come relief in respect of all his earned income included in the total 
income, 

A registered firm, though it pays income-tax on its total in¬ 
come, is not given any earned income relief, but earned income 
relief is granted to its partners if they are actively engaged in the 
conduct of the business of the firm, 
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An unregistered firm is entitled to earned income relief on the 
amount of earned income included in its total income. But if an 
unregistered from is not assessable owing to its total income being 
below the taxable limit, the appropriate earned income relief in 
respect of a partner's share of profits of the firm is admissible to 
him if he i£ actively engaged in the conduct of the business of the 
unregistered firm, 

Where an individual is a partner in a firm (either a registered 
firm or an unregistered firm which has not been taxed) and the wife 
and/or minor child of such individual are also partners in that firm, 
then the share of his wife rr minor child is included in his total 
income under section 16(3)(a). In such a case the earned income 
relief is admissible on his own share of profits if h^ is actively enga¬ 
ged in the business of the firm and also on the share of his wife or 
minor child whether the wife or the minor child is actively engaged 
in the business of the firm or not. 

The quantum of earned income relief is explained in a subse¬ 
quent chapter dealing with computation of tax. 

Provisions of section 16. The following provisions, designed 
to prevent evasion of tax, are contained in section 16 t — 

(1) If a person makes a settlement of income upon another 
and the assets whose income is so settled remain the property of the 
settlor, then such income is deemed to be the income of the settlor 
and<is included in his total income. 

. (2) If a person makes a revocable transfer of assets to another 
then the income of such assets is deemed to be the income of the 
settlor and is included in his total income. 

There is, however, one exception to ihese two rules, namely, 
income arising by virtue of any settlement of income or assets, which 
is not revocable for a period exceeding six years or during the 
lifetime of the beneficiary and from which income the settlor derives 
no direct or indirect benefit, is not deemed to be the income of the 
settlor. 

(3) When a transfer of assets has been made, and that transfer 
has been made irrevocable, the income derived from such assets will 
be the income of the transferee, except when such a transfer has been 
made to the transferor's wife or minor child. 

(4) The income of an individual’s wife arising from the 
following sources is to be included in his total income :— 

(0 From her membership in a firm of which the husband is a 
partner, or 

(ii) From assets transferred directly or indirectly to her by the 
husband except (a) where the transfer is for adequate 
consideration and ( b ) where it is connection with an 
agreement to live apart, 
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(5) The income of an individual's minor child arising from 
Ihe following source is to be included in the individual’s total 
(income :— 

(i) From his or her admission to the benefits of partnership 

in a firm of which the individual is a partner, or 

(ii) From assets transferred directly or indirectly to the minor 

child except (a) where the transfer is for adequate consi¬ 
deration and (b where minor is a married daughter. 

(6) If an individual makes a transfer of assets, otherwise 
than for adequate consideration, to another person or an association 
of persons for the benefit of his (transferor’s) wife or minor child 
or both, then the income from such assets is deemed to be the income 
of the individual and should be included in that individual’s total 
income. 

Assessment in case of death. A deceased individual is assessed 
t' rough his legal heir, executor or administrator. In making the 
assessment of an individual who has died, only the income of the 
deceased accruing up to the date of his death should be taken into 
account, because in respect of the income accruing after death the 
assessment is to be made on the successor or successors. 

Illustrations 

(1) The income of an individual for the year ended 31st 
March 1961 consisted of the following :— 

(a) Business profits (after setting off Rs. 10,000 paid as 

donation to a university and Rs. 2,000 as life insurance 
premium) Rs. 26,000. 

(b) One-half share from an unregistered firm (which has 

paid income-tax) in which he was not an active partner 
Rs. 4,000. 

(c) Interest on tax-free government securities Rs. 4,000. 

( d ) Dividend Rs. 3,000 

Compute the total income and exempted income for the assess¬ 
ment year 1961-62. 


Rs. 

1. Interest on tix-free government securities 4,000 

2. Business profits : 

Own business (Rs. 26,0004-Rs. 10,000+Rs. 2,000) 38,000 

One-half share from an unregistered firm 4,000 

3. Other Sources : Dividend * 3,000 

Total Income 49,000 
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Exempted Income : 

Interest on tax-free government securities 4,000 

Share from unregistered firm 4,000 

Life insurance premium 2,000 

Charitable donation limited to 7i% of 
total income as reduced by exempted 
income (Rs. 49,000 - Rs. 4,000- 
Rs. 4,000 - Rs. 2,000) 2,925 


12,925 


(2) The following are the particulars of the income of ai» 
individual for the year ended 31st March 1961 '— 

(a) His salary was Rs. 750 per month and his travelling 

allowance bills for the year amounted to Rs- 1,660, the 
actual expenditure incurrred by him in travelling being 
Rs- 1,140. 

(b) He contributed 8% of his salary to a provident fund 

governed by the Provident Funds Act of 1925, his 
employer contributing an equal amount. Interest on 
his provident fund account for the year amounted to 
Rs. 580. 

(c) He owns two houses both built in 1952, one of which is 

let at Rs. 140 per month and the other (whose annual 
value is Rs. 850) is occupied by him for his own 
residence. He pays Rs- 150 per year as ground rent 
and insurance charges in respect of the first house and 
Rs. 210 per year in respect of the second. The two 
houses are subject to local taxes of Rs- 400 and Rs. 150 
per year respectively. 

(i d ) He received Rs. 250 interest from tax-free government 
securities and Rs. 480 gross as dividend. 

He is insured and pays annual premium of Rs. 2,350 on his 
life policies of Rs. 25,000- 

Ascertain his total income and exempted income for the 
assessment year 1961-62- 





Rs. 

1 . 

Salary 


9,000 

2. 

Interest on tax-free securities 


250 

3- 

Income from Property : 




Rent of house let 

1,680 



Less One-half local taxes 

200 



Bona-fide annual value of 




house let 

1,480 



Value of house occupied 850 
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Less One-half of local taxes 

75 



Less One-half thereof 

775 

387 388 



Bona fide annual value of 




both houses 

1,868 



Less One-sixth for repairs 

311 



Ground rent and insurance 

360 671 

1,197 

4. 

Income from other sources : 




Dividend gross 

480 



Excess Travelling Allowance 

520 

1,000 



Total Income 

11,447 

Exempted Income : 



1. 

Provident Fund Contributions 


720 

2. 

Life Insurance premium (provident fund contri¬ 


bution and insurance premium together 
not to exceed one-fourth of total income or 



Rs. 8,000 whichever is less) 


2,141 

250 

3. 

Tax-free interest on securities 





3,111 


(3) For the assessment year 1961-62 a married individual 
with one dependent child gave the following information which was 
found to be correct •*— 

(a) He received a net salary of Rs- 14,000 after deduction of 
(i) House rent Rs. 1,200, (ii) Income-tax Rs. 1,134, and (iii) Contri¬ 
bution to a recognised provident fund Rs- 1,200. The employer 
had also contributed Rs. 1,200 to his provident fund. 

(E>) He had received interest of (i) Rs. 300 on fixed deposit 
with a bank, (ii) Rs. 10 in respect of a current account at a bank, 
(iii) Rs. 50 on post office savings bank account, and (iv) Rs. 400 
credited to his provident fund account. 

As he owned a motor car, the Income-Tax Officer agreed to 
allow Rs- 900 and Rs. 250 respectively for maintenance and wear 
and tear for the use of the car for purposes of his employment. 

He paid life insurance premium of Rs. 2,500 on a policy of 
insurance for Rs. 20,000. 

Compute the total income of the assesses for the assessment 
year 1961-62. 
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Rs. 

1. Salary : 

Net salary received 


14,000 

Add Amounts deducted from salary : 

House rent 

1,200 


Income-tax 

1,134 

3,534 

17,534 

Provident fund contribution... 

1,200 

Less Deduction under section 7(2) ^ 

Maintenance of car 

900 

1,150 

16,384 

Wear and tear of car 

250 

2. Income from Other Sources : 

Bank interest (Rs. 300+Rs. 10) 


310 

Total Income 

16,694 


The employer’s contribution to the recognised provident fund 
'being less than 10% of the employee’s salaiy) and the interest 
credited to the provident fund (being less than one-third of the 
employee's salary and assumed to be not more than 6% per annum) 
ire not to be included in the total income. 

The interest on post office savings bank account is not includi¬ 
ble in total income, as it is totally exempt from tax. 

(4) The details of the income of an individual (a resident, 
Drdinarily resident) for the year ended 31st March 1961 are given 
3 elow, and you are asked to compute his total income and exempted 
.ncome for the assessment year 1961-62 •— 

(a) Salary of Rs.300 per month for the first six months of the 

year, 10% of which he contributed to an unrecognised 
provident fund maintained by his employer. 

(b) On 1st October 1960 he was retrenched, and on that date 

he receivi d from his provident fund Rs. 9,500 (which 
included Rs.6,500 for his own contributions and interest 
thereon). In addition, he was paid Rs. 5,000 by way 
of compensation for the loss of employment. 

(c) From 1st December 1960 he secured another job on Rs. 

250 per month. 

(d) He received during the year (i) Rs. 6,000 on account of 

an endowment life insurance policy, (ii) Rs. 1,920 as 
dividend gross from a Bombay cotton mill company, 
(iii) Rs. 100 as interest from his post office savings 
bank account, (iv) Rs.500 as director’s fees, (v) Rs-2,000 
as his share from the income of a Hindu undivided 
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family, (vi) Rs. 350 as rent from agricultural land in 
Agra district, and Rs. 1,000 as rent from agricultural 
land in Nepal. 

(e) Rs. 5,400 being one-third share of profits from an un¬ 

registered firm. 

(f) £ 375 as interest from sterling securities, one-half of 

which was received in Bombay and the balance was 
reinvested in London* 

He paid Rs. 5,000 as premium on his life policies. 


1. Salary (including Rs. 3,000 provident fund money 

and Rs. 5,000 compensation) 

2. Profits from unregistered firm 

3. Other sources : 


Dividends gross 

1,920 

Director’s fees 

500 

Remitted sterling income at l/6 

2,500 

Remitted Nepal income 

1,000 

Unremitted sterling income 

2,500 


Total Income 


Exempted Income : 

1. Profits from unregistered firm 5,400 

2. Life insurance premium being below 

one-fourth of total income 5,000 

10,400 


Rs. 

10,800 

5,400 


8,420 

24,620 


Rent received from agricultural land in Nepal is not agricul¬ 
tural income, because the land does not pay land revenue in India. 


(5) An American came out to Bombay, for the first time on 
1st January 1961 to take up the post of chemist in a large chemical 
works under a five-year agreem ;nt and on a monthly salary of 
Rs. 6,000. His other income for the year ended 31st March 1961, 
was as follows *— 

(a) Six months' interest on Rs. 25,000 3% Indian government 
securities. 

(6) Dividends from Indian companies Rs. 6,850 gross. 

(c) Rs- 250 as director's fees from a Bombay compiny. 

( d ) Rs. 50,000 agricultural income in America, half of which 

was remitted to him in Bombay in March I960. 

He is insured for 5,000 dollars with an American insurance 
\ company and he paid in New York 500 dollars (=Rs. 2,000) as 
premium* 
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Compute his total income for the assessment year 1961-62* 


1 . 

Salary 

Rs. 

18,000 

2. 

Interest on securities 

375 

3. 

Dividends gross 

6,8=50 


Director’s fees 

250 


Remitted foreign income 

25,000 


Total Income 

50,475 


The assessee is resident not ordinarily resident in India for the 
previous year 1960-61. The unremitted foreign income from agri¬ 
culture is not taxable in the hands of a resident not ordinarily 
resident in India- He is entitled to rebate of income-tax oil 
Rs- 2000 life insurance premium. 


(6) The following is the Profit and Loss Account of Mr- 
Jamshedji for the year ended 31st March 1961 •— 



Rs. 


Rs. 

Salaries 

40,000 

Gross Profit 

5,00,000 

Allowances to widows 


Profit on sale of 


of deceased employees 

4,000 

machinery 

50,000 

Postage and Stationery 

1,000 



Secret Commission 

10,000 



Donation to Bombay 




University 

10,000 



Rent 

5,000 



Contribution to Staff Pro 

Vi- 



dent Fund (recognised) 

5,000 



Loss on sale of invest" 




ments 

1,00,000 



Interest on capital 

5,000 



Net Profit 

3,70,000 




5,50,000 


5,50,000 


(a) The original cost of machinery sold during the year was 
Rs. 1,00,000 and its written-down value as on 31st March 1960 was 
Rs. 70,000. 

(b) Mr. and Mrs. Jamshedji have a partnership business whose 
assessable profits for the 1961-62 assessment year are determined at 
Rs- 60,000 as a registered firm- The whole capital of the firm has 
been contributed by Mr. Jamshedji and the two partners share 
profits equally* 

(c) Mr. Jamshedji has made a revocable deed of settlement, 
the income from which for the assessment year 1961-62 comes to 
Rs- 10,000 from dividends. Under the settlement the whole 
income is to go to Mrs- Jamshedji for her life. 
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(d) Mr. Jamshedji has made another revocable deed of 
settlement whose income for the assessment year 1961-62 is 
Rs. 15,000 from dividends. Under this settlement the whole income 
is to be enjoyed by the three children of the settlor all of whom 
are minors. 

Prepare the respective tax liabilities of Mr. Jamshedji, Mrs- 
Jamshedji and the trustees for the minor children for the assess¬ 
ment year 1961-62. 



Rs. 

Rs. 

Profit as per Profit & Loss Account 


3,70,000 

Add Expenditure not allowable * 



Secret Commission 

10,000 


Loss on sale of investments being 



capital loss 

1,00,000 


Interest on capital 

5,000 


Donation to Bombay University 

10,000 

1,25,000 



4,95,000 

Less Capital profit on sale of machinery being 



excess of sale price over cost 


20,000 

Taxable Profits 

4,75,000 


The written-down value of machinery sold during the year is 
Rs. 70,000 and it must have been sold for Rs- 1,20,000 in order to 
make a profit of Rs. 50,000. Therefore, Rs. 20,000 out of Rs.50,000 
is capital gain. 


Mr. Jamshedji’s Assessment for 1961-62 l 




Rs. 

Rs. 

1. 

Business Profits • 




Own business 

4,75,000 



From registered firm 

30,000 

5,05,000 

2. 

Other Sources • 




Wife’s share of profits 


30,000 


Income from the two settlements 

25,000 



Total Income 

5,60,000 


He is entitled to carry 

forward the capital loss of Rs. 80,000 

tfor 

8 years. 




He is entitled to a rebate of both income-tax and super-tax on 
Rs. 10,000 (charitable donation) at the average rates of income-tax 
and super-tax applicable to the total income. 


As the Income of the registered firm exceeds Rs. 40,000 it will 
also pay income*tax- He is entitled to get (a) a rebate of incomer 
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tax on the amount of his share (including that of his wife) of th& 
income-tax paid by the firm, and (b) a rebate of super-tax on the 
amount of his share (including that of his wife) of the proportionate 
income-tax paid by the firm on its income from sources other than 
business. 

Mrs. Jamshedji and the trustees for three minor children are 
not liable to any tax. 

(7) For the year ended 31st March 1961 Dr. X had income 


from the following sources •— 

Rs* 

(a) Income form Profession 50,000 

(b) Income from Ground Rent 10,000 

(c) Income from Dividends gross 15,000’ 

(d) Income from property determined in accordance 

with the provisions of section 9 of Income-Tax 

Act 30,000 


Dr. X made an irrevocable deed of trust settlement on 1st 
April 1960 for Rs. 5,00,000. The trust deed, inter alia, provided 
as under :— 

The whole of the income of the trust to belong to Mrs- X (wife 
of Dr. X) absolutely during her life-time and after her demise 
the whole income to be enjoyed by Dr- X if he should 
survive his wife- 

The whole of the trust funds consisted of shares in joint stock 
companies. 

During the year ended 31st March 1961 dividends of Rs-30,000 
were received and the amount paid to Mrs. X- 

On 30th March 1961 all the said shares held by the Trust on 
account of trusts investments were sold, pursuant to the powers 
Vested in the trustees in that behalf which empowered the trustees 
to change and vary the trust investments from time to time as the 
trustees thought best in their absolute discretion. The amount 
realised on the sale of these shares was Rs. 6,00,000. 

Compute the total income of Dr. X for the assessment year 
1961-62 



Assessment of Dr. X for 1961-62 

Rs. 

1 . 

Income from Property 

30 000 

2. 

Professional income 

50,000 

3. 

Income from Other Sources : 



Ground Rent 10,000 

Dividends gross 15,000 
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Income from the trust in favour of his 

wife 30,000 55 r 000 

4. Capital gain resulting from the sale of 

trust investments 100,000 

Total Income 2,35,000 


Under the trust an asset (namely shares) has been transferred 
to the trustees, the whole income of the trust belonging to the 
wife of Dr. X absolutely during her life-time. The trust is not 
therefore a revocable trust, and under section 16(l)(c) the income 
of the trust cannot be the income of Dr. X. But under the trust 
there is a ransfer of assets, without adequate consideration, to the 
trustees for the benefit of the transferor’s wife. Therefore under 
section 16(3)(b), the income from the tiust is deemed to be the 
income of the settlor. ILnce, the dividend income of Rs. 30,000 
from the trust investments and also the capital gain of Rs. 1,00,000 
from the sale of such investments are both deemed to be the income 
of Dr. X. 

(8) A’s total income for the previous year ended 30th June 
1961 has been computed at Rs. 2,50,000, and the assessment for 
the year 1961-62 has been completed* Subsequently, however, the 
following facts come to the notice of the Income-Tax Officer : 

A owned 3% government securities of the face value of 
Rs. 10,00,000 interest on which was receivable half-yearly on 1st 
May and 1st November. These securities were sold by A to B 
(who was an assessee with an income below Rs. 5,000) on 20th 
October 1958 at a profit of Rs. 25,000, which amount had been 
directly credited to A's capital account as a capital gain. These 
very securities were purchased by A from B on 11th May 1959 at 
the original cost price of A. 

Would you consider it necessary to revise the total income 
of A, and, if so, under what particular provisions of the Income- 
Tax Act ? If further action is necessary, what formalities would 
have to be gone through and under what section of the Act ? 


This is a case of bond-washing adopted for the purpose of 
tax evasion. It will be necessary to revise the total income of A 
under section 34 of the Income-Tax Act. The Income-Tax Officer 
will give a written notice under section 44E(6) demanding informa¬ 
tion relating to securities and also a notice under section 34- 
relating to the revision of assessment. 

As a result of the above proceedings, Rs. 30,000, being one 
year’s interest on securities, will be added to the total income 
of A, and at the same time Rs* 25,000 capital gains, originally 
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included in A's total income, will be deleted from it. Thus, the 
total income of A will be increased by Rs. 5,000. 

(9) A (a resident and ordinarily resident assessee of Madras 
State) owned a big block of house property in Ceylon, which yielded 
him an annual income of Rs. 1,00,000 as computed under section 9 
of the Income-Tax Act. 

For purposes of his assessment for 1961-62 based on the 
income of the previous year ended 31st March 1961, his income 
from sources other than the above property has been computed at 
Rs. 3,00,000. As for the property he contends before the Income- 
Tax Officer that the income to him from the source was nil for the 
year, as the entire property had been sold by him to another person 
on 1st April 1960. 

Probing fully into the entire transaction the Income-Tax 
Officer found that the vendee was a company which was newly 
floated in Ceylon with a subscribed capital of Rs. 20,00,000 the 
whole of which had been contributed by A himself out of his 
accumulated Ceylonese income. The purchase price of the property 
had also been fixed at Rs. 20,00,000. 

Would you include any income from Ceylon property in A's 
assessment ? If so, how much and under what section of the Income- 
Tax Act ? Have any formalities to be gone through before the 
Income-Tax Officer can complete the assessment after such inclu¬ 
sion ? 


This is a case of tax evasion by transferring assets to a non¬ 
resident. Therefore, the Income-Tax Officer must add Rs. 1,00,000 
(being A's in ome from Ceylon property) to A's other income of 
Rs. 3,00.000, thus making his total income Rs. 4,00,000. This will 
be done under the provisions of section 44D- Before the Income- 
Tax Officer can do so, he must issue a notice under section 34. 

(10) The details of an assessee's income for the year ended 
31st March 1961 are given below : 

(a) Interest on tax-free government securities Rs. 1,500. 

(61 Interest on securities (gross) Rs. 2,000, tax at appropriate 
rate being deducted at source. 

(c) Dividend (gross) received from a tea company (40% of 
whose income is taxed) Rs- 3,000, tax at appropriate 
rate being deducted at source. 

{d) Property income as computed under section 9 Rs. 14,500. 

ie) Salary from a registered firm in which he is a partner 
Rs. 6,000. 

Interest from this firm on capital invested in it 
Rs. 1,500. 

Commission from this firm at 1% of its turnover of Rs^ 
7,50,000. 
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Conveyance allowance for going to different places in 
connection with this firm’s business Rs. 3,600. 

Share of loss in this firm excluding salary, interest, 
commission and conveyance allowances paid to part¬ 
ners Rs. 6,000. 

He paid Rs. 9,000 and Rs- 3,000 as insurance premia on 
policies on his own life and on the life of his wife. 

Compute the assessee’s total income and exempted income for 
the assessment year 1961-62. 


Rs. 

L Interest on Securities : Taxed 2,000 

Tax-free 1,500 3,500 


2- Income from Property as computed under 

section 9 14,500 

3. Business Income : Share from registered firm : 

Salary 6,000 

Interest on capital 1,500 

Commission (1% on Rs. 7,50,000) 7,500 


15,000 

Less Loss in the firm 6,000 9,000 

4. Other Sources : 

Dividend from tea company 3,000 

Total Income 30,000 

The assessee is entitled to a rebate of income-tax on Rs. 7,500 
(one-foui th of total income) on account of life insurance premia. 

The conveyance allowance is exempt under section 4(3)(vi) 
and it is not to be included in total income- 

Credit will be given for income-tax deducted at source from 
interest on securities and dividend. Income-tax will be deducted 
by the company from the full amount of dividend (Rs- 3,000) 
irrespective of the fact that it has been paid partly out of the 
•company’s agricultural income* 

(11) K. S. Guha, Bar-at-Law, was practising in the Calcutta 
High Court. On 1st June 1960 he closed his office and took up 
employment as law officer on a monthly salary of Rs. 3,000 in a 
firm of importers who did not permit him to practise. 

From the following information compute his total income for 
the assessment year 1961-62 :— 

(fl) Professional income (net) for April and May 1960, Rs« 
3,000. 
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(b) Gratuitous payment received from an old client on 18th 

May i960 for having ably conducted a case which 
involved an important question of labour law, Rs. 
5,000. 

(c) Fees received after 31st May 1960 for professional advice 

given before, Rs. 1,000. 

(d) Receipts for contributing articles to law journals, Rs. 

3,000. 

(e) He was on leave in the U. K. in February 1961, drew his 

salary there and spent it entirely there. 

He claims deduction of the following expenses :— 

(a) Purchases of law books in July 1960, Rs- 1,000. 

( b ) One-lourth of monthly rent of Rs. 500 paid for his 

residential flat which is partly used for doing the firm's 
work. 

(c) Entertainment of firm’s customers, Rs. 500. 


Rs. Rs. 

1- Salary assuming that each month’s 


salary is paid at the end of that 
month (3,000 x 10) 

30,000 


Less Purchase of law books (maximum 
allowable) 

500 

29,500 

2- Profession ■ 



Income for April and May 1960 

Amount received on 18-5-1960 
‘Receipt after 31-5-1960 

3,000 

5,OHO 
1,000 

9,COO 

3. Other Sources : 



Receipts from contributions to law journals 


3,000 

Total Income 

41,500 


There is no provision in section 7 for the deduction of rent paid 
for the flat used for doing the employer’s work and for the expenses 
of entertaining the employer's customers. 

The leave salary drawn in the U- K. is taxable as it was 
earned in India. 
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ASSESSMENT OF HINDU UNDIVIDED FAMILIES 


At the outset it is important to understand the difference bet¬ 
ween a joint Hindu family according to Hindu law and a Hindu 
undivided family for purposes of income-tax. In Hindu law a joint 
Hindu family consists of all persons lineally descended from a 
common ancesror and includes their wives and unmarried daughters. 
But for income-tax purposes a Hindu undivided family is one which 
satisfies the following two conditions, namely : 

(1) That the family possesses common property. The common 
property consists of the following : — 

(a) Ancestral property. All property which a man inherits 

from a direct male ancestor is ancestral property and 
is at once held by him in coparcenary with his own 
male issue . But where he has inherited property from 
a collateral relation, as for instance from a brother, 
nephew, cousin or uncle, it is not ancestral property in 
his hands in relation to his male issues. 

(b) Property acquired with the aid of ancestral property. 

(c) Property acquired by the individual members of the family 

without the aid of ancestral property, but treated by 
them as the property of the family. 

Under the Hindu law there is no necessity for joint family 
property to exist in order that there may be a joint family ; and it 
is a well-established principle of Hindu law that it is open to any 
member of a joint Hindu family to throw his separate or self-acquir¬ 
ed property into the family hotchpot and thus treat it as joint family 
property. He can do so even if the hotchpot is empty. In the 
language used in R. Subramania Iyer v. C. I. T. (28 L T. R. 352), 
it is open to a member of a joint Hindu family to “impress upon 
his separate or self-acquired property the character of joint family 
property.’ 7 No formalities are necessary in order to bring this 
about and the only question is one of intention on the part of the 
owner of the separate property to abandon his separate rights and 
invest it with the character of joint family property. 

The “impressing of separate property with the character of 
joint family property’ 1 can be done at the father’s sweet will and by 
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a mere declaration, even without a registered document or payment 
of any stamp duty. Moreover, if this method is adopted, the father 
can continue to remain in possession, control and enjoyment of the 
property as karta of the joint Hindu family. 

The income from the self-acquired property of a member of a 
joint Hindu family, which has been invested with the character of 
joint family property, becomes the income of the family. 

Where the income of a member of a Hindu undivided family 
consists of his own personal earnings, it is treated as his personal, 
income, and not as joint family income, unless it flows from the 
employment in business or otherwise of the joint family property. He 
is therefore assessed as an individual in respect of such income. 

For instance, an asses see, the karta of a Hindu undivided 1 
family, claimed that a certain sum received by him as managing 
director’s remuneration and director’s fees from a company by virtue 
of a contract entered into between him and the company was his per¬ 
sonal income. The income-tax authorities treated it as the income 
of the family, of which he was the karta, on the ground that the 
necessary shares to acquire the qualification of a managing director 
were purchased out of joint family funds. Rut it was held that, as 
the remuneration was earned by the assessee in consideration of the 
services which he rendered to the company and as there was no 
detriment to the family property in earning the remuneration, the 
assessee's income as managing director was his personal income and 
not the income of the family of which he was the karta. 

Although a Hindu undivided family cannot itself and directly 
enter into a partnership, either with one of its own members or with 
strangers, it can do so through the medium or the agency of the 
karta, just as it enters into other contracts through him. If a Hindu 
undivided family enters into a partnership through its karta, the 
income derived by the karta as such partner can be treated as the 
income of the Hindu undivided family. It is therefore correct under 
the income-tax law to treat the partnership income of the karta as- 
the family income if he is a partner as representative of the family 
and if, in order to acquire partnership, family funds are utilised. 

There is no presumption in Hindu law that any business carried' 
on by a member of a joint Hindu family is itself a joint family 
business. In order to establish that the income of a member of a 
joint Hindu family from a partnership business in which he is a 
partner is joint family income, there should be material to show that 
he had utilised the properly or resources of the family in the partner¬ 
ship business or that he was in fact representing the family for the- 
share of the partnership he holds. The mere fact that the income is- 
entered in the family accounts does not lead to the inference that 
the income is joint family income. In order to prove that there is a 
blending of his income with the joint family income it is not suffici¬ 
ent merely to show that there was a physical mixing. In addition.. 
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there must be some material to indicate that there was an intention^ 
on the part of the member to abandon his ownership of the income 
and to vest the ownership in the joint family (27 L T. R. 343). 

(2) That there is a Hindu corparcenary. The members of 
a Hindu undivided family consist of the following :— 

(a) Coparceners, i. e., persons who on partition would be 

entitled to demand a share, and 

(b) Others, who are only entitled to maintenance under 
Hindu law. 

In Hindu law there can be a joint family with a single male 
member or a joint family consisting of females only ; but for pur¬ 
poses of income-tax there is no Hindu undivided family, unless there 
are coparceners. As explained below in Mitakshara law only male 
members can be coparceners, while in Dayabhaga law both male and 
female members are coparceners: 

Stridhaa. Property given to a Hindu female, whether during 
maidenhood, coverture or widowhood, by her parents and their 
relations or by her husband and his relations, is Stridhan according 
to all schools of Hindu law except that Dayabhaga law does not 
recognise immovable property given by a husband to his wife as 
stridhan. 


Schools of Hindu Law, 

Hindu undivided families are governed by two schools of 
Hindu law, namely, Dayabhaga (<PT WT) and Mitakshara, the 
former prevailing in Bengal and the latter in the rest of India. The 
principal features of the two schools of Hindu law are as follows :— 

Dayabhaga Law. The sons do not acquire by birth any inte¬ 
rest in ancestral property. Their rights arise for the first time on 
their father’s death. On the death of their father, they take such of 
the property as is left by him, whether ancestral or self-acquired, as 
heirs with defined shares, and they then form a coparcenary. The 
father can dispose of ancestral property by sale, gift, will or 
otherwise, in the same way as he can dispose of his self-acquired 
property. None of the sons can interfere with the father’s title to 
or control over the family property or enjoyment of its income. 
Accordingly in a Dayabhaga family, though the father and the son 
may be spoken of as a family, there is no legal significance in 
describing such a family as an undivided family. 

It is for this reason that in the father’s lifetime the income 
from ancestral property is to be assessed as the income of an indi¬ 
vidual, unless the father himself is a member of a coparcenary, i. e. , 
the father himself inherited the ancestral property along with a. 
brother. 
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A coparcenary is formed only when the inheritance opens on 
the death of the father, and there must be tw® or more heirs before 
a coparcenary can be formed. But if any of the male coparceners, 
dies leaving surviving him a widow or a daughter, that widow or 
daughter would be admitted into the coparcenary in the place of the 
deceased coparcener. If for example, a Hindu governed by the 
Dayabhaga law dies leaving three sons, A, B and C, the three sons 
inherit the property jointly and form a coparcenary, although each 
inherits a defined share. If before partitioning their shares B dies 
leaving a widow BW and C dies leaving a daughter CD, then A, CD 
CD/BW and CD will be members of the corparcenary originally 
formed by A, B and C. 

If the father dies leaving only one son, that son cannot form a 
coparcenary and he will be assessed as an individual. 

Mitakshara Law. The son acquires by birth an interest in his 
father’s ancestral property, and therefore after the birth of a son 
the income from ancestral property is to be assessed as the income 
of a Hindu undivided family. On the death of the father there is 
no change in the position except that the eldest son becomes the 
manager of the family in place of the father. 

The income of a sole surviving male member of a Hindu 
undivided family is to be assessed as his personal income if he has 
no son. The existence of a widow and/or daughter does not alter 
the position, as the wife and daughter have no right to share in the 
ancestral property. 

The right to managership of the Hindu undivided family is 
conferred on the father as the head of the family. When the father 
dies, the right devolves upon the senior member of the family. The 
right to become the manager depends upon the fundamental fact 
that the person on whom the right devolves is a co greener of the 
jointly family. If a person is not a member of the coparceneary and 
is outside it. he has no right to claim the managership of the family 
and to claim a representative capacity on behalf of the other 
coparceners with reference to the dealings relating to the property of 
the family. The right is confined to the mile members of the 
family, as the female members are not treated as coparceners though 
they are members of the joint family. 

A widow is no doubt recognised as a member of a joint Hindu 
family, but her right is a right of miintenince from and out of the 
joint family estate. The Hindu Women’s Rights to property Act of 
1937 made a departure from the Hindu law. It gives the widow of 
a coparcener a limited interest in the share of her husband The 
interest devolving on the widow is a Hindu woman’s estate with the 
limitations and qualifications imposed by Hindu law on such estate. 

A widow cannot become the karta of a joint Hindu family. 

Under the Mitakshara Jaw, in a joint Hindu family consisting 
of a father and his minor sons, the father has the power to effect a 



ASSESSMENT OF HINDU UNDIVIDED FAMILIES 353 


partition between himself and his sons, whether they are majors or 
-siiinors, with their consent. He may divide the properties physically 
or may only bring about a division in status. This division may be 
between himself and his sons or between the sons inter se. The 
partition however must be fair and the allotments substantially equal, 
if the partition is unequal and unfair, it is open to the sons, if they 
are majors, to repudiate it, but if they are minors, it is open to them 
to set it aside after they attain majority. The partition so made is 
not void and will be good until it is set aside. The Income-Tax 
authorities, however, have no right to avoid the partition on the 
ground of an inequality in the division and the resultant prejudice to 
the interests of the minors (18 I. T. R. 586). 

Residence of a Hindu Undivided Family. 

Under section 4A (b), the residence of a Hindu undivided 
family is made to depend upon the place of control and management 
of its affairs. A Hindu undivided family is resident in India unless 
the control and management of its affairs is situated wholly outside 
India. Therefore, even if such control or management is exercised 
partially in India, that would constitute residence. It is only when 
the control is situated wholly outside India that a Hindu undivided 
family will cease to be resident. 

The expression “control and management” means de facto 
control and management and not merely the right or power to 
control and manage. The word “affairs” means the affairs of a 
Hindu undivided family which are capable of being controlled and 
managed by the family as such . Where a coparcener enters into 
partnership with strangers, the Hindu undivided family exercises no 
controlling power of management over the partnership. 

The position in Hindu law with regard to a coparcener, even 
when he is the karta* entering into partnership with others in carry¬ 
ing on a business is well settled. The partnership that is created is 
a contractual partnership and is governed by the provisions of the 
Indian Partnership Act, 1932. The partnership is not between the 
family and the other partners ; it is a partnership between the copar¬ 
cener individually and his other partners. The coparcener is undou¬ 
btedly accountable to the family for the income received, but the 
partnership is exclusively one between the contracting members, 
including the individual coparcener and the strangers to the family. 
On the death of the coparcener the surviving members of the family 
cannot claim to continue as partners with the others or institute a 
suit for the dissolution of partnership ; nor can the stranger partners 
sue the surviving members as partners for the coparcener’s share of 
the loss. Therefore, so far as the partnership is concerned, both 
under partnership law and under Hindu law, the control and 
management is in the hands of the individual coparcener who is the 
partner, and not in the family (40 I. T. R., f). 

23 
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Assessment of Hindu Undivided Families. 

A Hindu undivided family is taxed (through its karta) as & 
separate entity like an individual according to its total income, and 
no account is taken of how that income is distributed amongst the 
individual members when such individual members are assessed in 
respect of their separate income. This applies even in cases where 
the income of the family is below the taxable minimum and is there¬ 
fore not liable to tax in the hands of the family. The same remarks 
apply to super-tax. 

A Hindu undivided family is entitled to earned income relief 
in respect of earned income included in its total income. 

It is hard that a Hindu undivided family should be assessed 
like an individual, but the hardship is mitigated to a certain extent 
by some special provisions, namely : (a) the amount of non-taxable 
income is higher, (b) the surcharge limit is also higher, and (c) relief 
is granted on a higher amount of life insurance premium. 

The maximum non taxable income of a Hindu undivided family 
is given in the chapter dealing with computation of tax. 

Under section 15(2), any sums paid by a Hindu undivided 
family to effect insurance on the life of any male member of the 
family or on the life of the wife of any such member are exempt 
from income-tax to the extent of one-fourth of the total income of 
the family or Rs. 16,000 whichever is less. 

Once a family is assessed as undivided, it would continue, even 
after partition, to be assessed as an undivided family till an order is 
passed by the Income-Tax Officer under section 25A (1) recognising 
the partition. 

Jain and Sikh undivided families are treated as Hindu undivided 
families, unless in any particular case the assessees claim that they 
should not be treated as such. Where such a claim is put forward, 
it is for the assessees to prove the existence of some special custom 
or practice applicable to the family which would justify its not being 
treated as a Hindu undivided family. 

A Hindu who declared for the purposes of the Special Marriage 
Act, 1872, that he did not profess the Hindu religion, did not thereby 
cease to be a Hindu ; the Hindu law still applied to him with the 
result that on a son being born he would be entitled to file a return 
as karta of a Hindu undivided family in respect of the income from 
the ancestral properties (36 I.T.R. 262). 

Salary paid to Members of Family. Where a Hindu undivided 
family is able to show that the payment of salaries to its members- 
was made as a matter of commercial expediency and for the purpose 
of earning profits, then the family would be entitled to claim the 
payment as a deduction under section 10(2)(xv). Where, however, 
the members to whom salary was paid have not rendered any services 
nor contributed to the earnings of the family, the family is not 
entitled to claim the salary as a deduction under section 10(2)(xv). 
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Merely because there is an agreement between the employer 
and the employee and merely because there is the fact of actual 
payment, the income-tax authorities are not necessarily bound to 
hold that the payment was made wholly and exclusively for the 
purpose of the business within the meaning of section 10(2)(xv). It 
would still be open to the income-tax authorities to take into consi¬ 
deration various factors which would go to show whether the pay¬ 
ment comes within the language of the section. It is open to the 
Income-Tax Officer to take into consideration whether the money 
was paid to a near relation of the employer and also consider the 
quantum of payment, the extent of the business and the particular 
services rendered by the employee which called for a special remune¬ 
ration. It is open to the income-tax authorities, after taking all 
these matters into consideration, to reach the conclusion that the 
payment was not wholly and exclusively for the purposes of the 
business of the employer. The question whether an amount was 
expended wholly and exclusively for the purposes of the assessee’s 
business is primarily a question of fact to be determined by the 
income-tax authorities (37 I. T. R. 528). 

Income not taxed as Family Income. 

In the following circumstances, the income is not treated and 
assessed as the income of the family :— 

(1) Where the income of a member of a Hindu undivided 
family consists of his own personal earnings, such income is taxed in 
his hands as an individual. 

(2) The son of a Hindu does not acquire by birth any 
interest in his father’s self-acquired property. In respect of the 
income of such property, the father is to be assessed as an 
individual. 

If a father gives his self-acquired property to his son the son 
takes it as ancestral property, and therefore a business carried on 
by the son with the aid of such property would be joint family 
business and the joint family would be assessable in respect of the 
profits of that business. 

But if the father intended the gift to be merely personal to the 
son, the profits of the business would be the individual income of the 
son and not the income of the family. 

(3) According to Dayabhaga law, the son does not acquire 
by birth any interest in ancestral property. His rights arise for the 
first time on his father’s death. In the father’s lifetime, therefore, 
the income from ancestral property is to be assessed as the income 
of an individual, unless the father himself is a member of a copar¬ 
cenary, i.e., the father himself inherited the ancestral property along 
with a brother. 

(4) The income of a sole surviving male member of a Hindu 
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undivided family governed by Mitakshara law is to be assessed as 
his personal income if he has no son. The existence of a wife and 
daughter does not alter the position, because the wife and daughters 
have no right to share in ancestral property. 

(5) Where a female is the sole owner of property which has 
devolved on her upon her husband’s death, the income from the 
property is assessable in her hands as her own individual income 
and not as the income of a Hindu undivided family, notwithstand¬ 
ing that the property may be subject to the right of maintenance of 
the assessee’s mother-in-law and the assessee and her mother-in-law 
may constitute a Hindu undivided family, since there can be an un¬ 
divided family consisting of female members only. But it must be 
noted that under the Hindu Women’s Rights to Property Act, 1937, 
the position is modified to the extent that, upon the death of a 
Hindu, his widow inherits, along with the son, the husband’s 
separate property, and she also acquires in the joint family property 
the same interest which her husband had. Therefore, where a 
father and son are the only male members of an undivided family, 
and the father dies leaving a widow and the son, assessment in 
respect of the joint family property as well as in respect of the 
separate property left by the father would be on the joint family 
consisting of the widow mother and son, both having an interest in 
the property and in the income therefrom, and the assessment would 
not be on the son as an individual. 

(6) The holder of an impartible estate is also assessed as an 
individual in respect of the income of the estate. This is explained 
later in this chapter. 

(7) Where a member of a joint family carries on business 
on his personal account, the profits would be his individual income 
and not the income of the family though he may have borrowed the 
requisite capital from the family funds, and such profits would be 
taxed in his hands as an individual. 

(8) Where members of a joint family carry on business, on 
their personal account, in partnership, the profits would be the 
income of the partnership and not the income of the family. The 
firm would be assessed as an unregistered firm in respect of such 
profits. 

There is no presumption that a business carried on by a 
member of a joint Hindu family is joint family business, nor is 
there any presumption that a business started even by a karta is 
joint family business. Consequently, with regard to income from a 
business carried on by a member of a joint family, it is not for the 
joint family to prove that it is not the income of the joint family ; 
the burden is on the Income-Tax authorities to establish that the 
income is the income of the joint family and not of the member. 
The mere fact that the joint family owned considerable funds is not 
sufficient to throw the burden on the joint family unless there is 
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evidence to show that those funds were used for the purposes of the 
business (31 LT.R. 271). 

(9) Where a Hindu undivided family owns shares in a com¬ 
pany but, since it cannot hold the shares in its own name, the shares 
are held in the names of the different coparceners of the family, the 
dividend received will be assessed in the hands of the coparceners 
who are the individual shareholders, and not in the hands of the 
Hindu undivided family (31 LT.R . 674). 

(10) A Hindu father governed by Mitakshara law has full 
powers within reasonable limits to make gifts of movable property 
to his wife, daughter, etc., even without the consent of the other adult 
coparceners. Therefore, income from a portion of the joint family 
property which has been validly gifted by the karta to his wife would 
not be taxable in the hands of the joint family, even if the motive 
for making the gift was to reduce the tax liability of the family 
(34 I. T. R. 719). 

Assessment of a H. U. F. after Partition. 

Under section 25A(1), when a member of a Hindu undivided 
family claims (at or before the time of assessment) that it has be¬ 
come divided, the Income-Tax Officer shall make an inquiry and if 
he is satisfied that the joint family property has been partitioned 
amongst the various members or groups of members in definite 
portions, he will pass an order recognising the partition. But no 
such order can be passed until notices of the inquiry have been served 
on all the members of the family. 

Under section 25A(2), the Income-Tax Officer will then make 
an assessment as if no partition had taken place. This means that 
he has to find out what the total income of the family is and 
calculate the amount of tax payable thereon as if it was payable by 
one unit. Having done that, it is the duty of the Income-Tax 
Officer to apportion the amount payable by the unit amongst the 
members of the joint family on the basis of the income yielded by 
the property allotted to each of them. All members are, however, 
liable jointly and severally for the tax assessed on the total income 
of the joint family as such. 

Where the Income-Tax Officer makes an order under section 
25A(1) recording a partition in a Hindu undivided family, it is 
imperative on his part to follow the procedure laid down in section 
25A(2) and apportion the tax imposed on the Hindu undivided 
family between the members thereof and issue notice of demand 
against each of them. 

Where an order under section 25A(1) is not passed, the family 
shall be deemed to be undivided. 

In a case where an order under section 25A(1) has been 
passed, the joint and several liability of the members can arise only 
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when the procedure laid down in section 25A(2) has been complied 
with. 

Though section 25A makes the divided members of a Hindu 
undivided family jointly and severally liable for the tax payable by 
the undivided family, there is no provision in the Income-Tax Act 
authorising the taxing authorities to levy a penalty on the members 
of the family after they have become divided in respect of conceal¬ 
ment of income of the family and the penalty imposed cannot, there¬ 
fore, be recovered from the members after disruption of the family 
(31 I. T. R. 867). 

In connection with the partition of a Hindu undivided family 
there is a vital difference between partition under Hindu law and 
partition under the Income-Tax law. Under the Hindu law, there 
are three stages in a partition, namely :— 

(i) mere severance in status, 

(ii) severance in status accompanied by ascertainment of 

shares either by consent or by a decree of a court, and 

(iii) severance in status, ascertainment of shares and division 
of family property by metes and bounds according to 
the shares. 

For purposes of section 25A, severance in status alone is not 
sufficient. What is required is severance of status accompanied by 
ascertainment of shares and the division of the property in definite 
portions. It is only then that the order contemplated in section 25A 
can be applied for and made, and till such an order is made the joint 
family continues to exist as a unit, although the status may have 
come to an end. In other words, section 25A contemplates a physical 
division of property, but the methods of dividing the joint family 
property among the members depends upon the nature of the pro¬ 
perty. A business, for example, cannot be divided into parts in the 
same manner as a piece of land. The division of a joint family 
business is possible only in the books. On the date of partition of 
the business, the capital of the business is to be divided among the 
various members and each member’s account (newly opened) is to be 
credited with the amount falling to his share and all future transac¬ 
tions relating to him (such as withdrawals, share of profit or loss, 
etc.) are to be recorded therein. There must also be something to 
show that each member has full power of disposal over the amount 
standing to his credit after partition. 

It may also be pointed out that under certain circumstances 
there may be a partial partition of a Hindu undivided family. The 
expression “partial partition” may refer to two types of cases : (i) 
cases where one or some only of the members go out of the family, 
and (ii) cases where only a portion of the family property is divided. 

In the first case the outgoing members will be separately dealt 
with for purposes of taxation and the remaining members will be 
treated as an undivided family. 
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Section 25A does not prohibit members of an undivided Hindu 
family from partitioning a portion of the joint property and from 
entering into a partnership in respect of that portion. The section 
has no reference at all to a case in which the Hindu undivided family 
has parted with an item of its property to its individual members. 
This section has nothing to say about any Hindu undivided family 
which continues in existence, never having been disrupted. Thus, if 
a business belonging to a Hindu undivided family is partitioned in a 
proper way but its immovable property is not partitioned, the income 
from the immovable property received by the karta is treated as the 
income of the joint family, but the income from the business would 
be assessed in the hands of members who oWn the business either as 
partners or as an association of persons. 

Where some of the items of joint family property comparatively 
small in proportion to the entire joint family assets and producing 
only a small income in relation to the total income of the family 
property, have not been divided by metes and bounds for solid and 
substantial reasons (such as practicability, convenience or reasonable 
sentiment) not affecting the general bona fide intention to become 
completely separated for all purposes, it would not by itself affect 
the case for complete partition. In such circumstances the partition 
-should be recognised under section 25A. 

Where a Hindu undivided family or the members thereof 
constitute themselves into a company with the assets of the joint 
family, they create a situation in which the rights and liabilities of 
the members have altered. Therefore the normal supposition would 
be that the joint family has disrupted. This normal supposition 
can, however, be rebulted by evidence showing that the whole tran¬ 
saction is a mere camouflage. 

When several years after a joint Hindu fajmily had come to 
an end any portion of its income is found to have escaped assess¬ 
ment, and such income is sought to be assessed under section 34, 
the fiction of the continued existence of the family will have to be 
given effect to, and the individual ex-members of the family will 
still be jointly and severally liable for the tax due. For the purpose 
of initiating proceedings under section 34, notices will have to be 
served on each individual ex-member of the family. 

Receipts from Family Income. 

Under the provisions of section 14(1) and section 58, no income- 
lax and super-tax are payable by an assessee in respect of any sum 
which he receives as a member of a Hindu undivided family, where 
such sum has been paid out of the income of the family or, in the 
■case of an impartible estate, where such sum has been paid out of 
the income of the holder of the estate belonging to the family. Before 
Ihis exemption can be claimed, the following conditions must be 
satisfied :— 
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(a) That there is a Hindu undivided family ; 

(b) That the assessee is a member of the family ; 

(c) That the sum is received by such assessee as a member of 

the family ; and 

(i d ) That the sum has been paid out of the income of the 
family. 

If any of these conditions is not fulfilled, the amount received 
will be taxable in the hands of the recipient. 

An individual who is a member of a Hindu undivided family 
may be entitled to a share of the income of the family, because of 
his or her right to a partition and allotment of his or her share on 
separation or because of his or her right to maintenance out of the- 
joint family property. Where a sum is so allotted to such an 
individual, it is received by such individual as a member of the 
Hindu undivided family. 

It may be that there is a Hindu undivided family, and the 
assessee is a member thereof, but the money is allotted to the assessee 
out of the separate property of the karta as a matter of generosity 
or affection. In such a case the assessee would be receiving the 
amount not as a member of the family. 

Impartible Estate. It is an estate which is not divisible among 
the several members of a Hindu undivided family, but which goes 
only to a single heir. The succession to an impartible estate is 
governed by the general law of Mitakshara as superseded by custom, 
and the birthright of the senior member to take by survivorship 
still remains. Such right of survivorship is lost only by a separation 
of the claimant from the undivided family. 

An impartible estate may consist of landed property, houses 
property, securities and other sources of income. The income of an 
impartible estate is the absolute property of the holder of the impar¬ 
tible estate and it is not received by him as the income of a Hindu 
undivided family. It is therefore the subject of individual assess¬ 
ment. 


Where any house property forms part of an impartible estate-, 
the income from such property is also assessed in the hands of the 
holder of the impartible estate, even though he is not the owner 
of such property, and this provision is an exception to the rule that 
the income from house property is to be assessed in the hands of its* 
owner. 

As stated above, no tax is payable by an assessee in respect 
of any sum which he receives as a member of a Hindu undivided^ 
family where such sum has been paid out of the income of the family. 
The exemption also extends to allowances paid to junior members, 
by the holder of an impartible estate belonging to a Hindu undivided 
family, provided the amounts paid are includible in his income and 
are not payable under a contractual or other obligation. As a matter 
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of custom the junior members of an impartible estate have a right 
to receive maintenance allowances. Therefore any sum received by 1 
way of maintenance by a junior member of an impartible estate is 
exempt from tax in his hands. But where any sum is received 
under a contractual or other obligation, it would be deductible from 
the income of the holder of the impartible estate and would be 
chargeable in the hands of the junior member who receives it. 

Illustrations 

(1) A Hindu undivided family which derives income from 
house property, business and other sources claimed at the time of 
assessment for 1960-61 that there was a partition amongst the 
members of the family on 1st April 1959 as a result of which the 
family business was separated and the partnership consisting of four 
members of the family thereafter carried on the business. The 
properties remaining with the family were the house property and 
some leasehold land- The partnership is evidenced by a deed of 
partnership, dated 1st April 1959. An application for registration 
of the firm for the assessment year 1960-61 under section 26-A of 
the Income-Tax Act, complete in every respect was filed before the 
Income-Tax Officer within the prescribed time. The Income-Tax 
Officer refused to register the firm on the ground that there was no 
claim nor any order under Sec. 25-A pertaining to the disruption of 
the family and accordingly the family is deemed to be joint in 
respect of its properties including business assets- 

Discuss if the Income-Tax Officer’s action is correct- 


The Income-Tax Officer’s action is not correct- Section 25A 
of the Income-Tax Act does not prohibit members of a Hindu undi¬ 
vided family from partitioning a portion of the joint property and 
from entering into a partnership in respect of that portion. This 
section has no reference at all to a case in which the Hindu undivi¬ 
ded family has parted with an item of its property to its individual 
members ; nor does it say anything about a Hindu undivided family 
which continues in existence, never having been disrupted (as in the 
question). 

Therefore, the firm in question which has complied with 
the statutory requirements for granting resignation under section 
26 A should be registered by the Income-Tax Officer {10 I.T.R- 457). 

(2) An assessee owns house properties and has share income 
from a registered firm. He has four miuor sons and a wife. He 
was all along assessed as an individual- in connection with his 
assessment for the year 1960-61 he put in a claim that his status 
should be taken as a Hindu undivided family as he had four minor 
sons. The Income-Tax Officer accepted the claim and made thcr 
assessment for 1960-61 in the status of a Hindu undivided family- 
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In the previous year relevant to the assessment year 1961-62, 
the assessee transferred his shares in the registered firm, which 
yielded an annual income of about Rs. 50,000, to his wife for a 
consideration of Rs. 12,000. 

For the assessment year 1961-62 the wife filed a separate 
return of income showing Rs. 50,000 share income from the 
registered firm, while the Hindu undivided family omitted the 
share income- 

How would you deal with the case ? 


Property owned by an individual Hindu does not automati¬ 
cally become the property of a Hindu undivided family on the 
birth of a son, unless the property is derived from ancestral pro¬ 
perty. The individual can, however, throw his self-acquired 
property voluntarily into the common stock with the intention of 
giving up his separate claims upon it. A clear intention to waive 
his separate right must be established and it cannot be inferred 
from the mere fact of his allowing the other members of the family 
to use it jointly with himself. 

Assuming that the Income-Tax Officer who accepted the 
change in status for 1960-61 assessment was satisfied on this point, 
the question arises whether the transfer of the share in the regis¬ 
tered firm to the assessee’s wife in the next year was a bona fide 
transaction. 

When the share in the registered firm became the joint family 
property, the right of the father to dispose of joint family property 
is strictly limited- He can make, within reasonable limits* gifts of 
ancestral movable property with the consent of the sons for per¬ 
forming indispensable acts of duty, on account of affection, etc. The 
sale of the partnership interest to the wife cannot be called a gift 
for affection because it was made for a monetary consideration- 
Nor can it be said that the asset was sold for legal necessity be- 
* cause the family is in affluent circumstances- Moreover, no person 
who acts bona fide would sell an asset fetching an annual income of 
about Rs- 50,000 for a petty sum of Rs- 12,000. The only conclu¬ 
sion that can be reached is that the transaction was a sham 
transaction and the family did not really part with the partnership 
share. 

Therefore the income returned by the wife should be included 
in the assessment of the Hindu undivided family, 

(3) A and his sons B and C are members of a Hindu un- 
' divided family. The family carries on business in hardware. X, 
who was A’s maternal uncle died in 1952, His entire estate 
consisting of cash of Rs. 20,000 was inherited by A, as X had no 
mother heirs* 
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A few months after the death of X, A started a grocery 
'business with the sum of Rs. 20,000 inherited by him from X. 
The Income-Tax Officer included the income of the grocery busi* 
ness in the total income of the Hindu undivided family of A, B and 
on the ground that A being the karta of the family, the income 
from the grocery business is the income of the family. Is the I- T. O. 
right in doing so ? Give reasons. 


In the case of a business carried on by a coparcener of a 
Hindu undivided family, there is no presumption that it is not 
his separate individual property but joint family property. The 
only circumstances in which a business carried on by a coparcener 
-can be treated as joint family property are : — 

M That the business grew up from joint family property ; or 

(b) That the earnings or the business were blended with 
joint family estate. 

Whether the Income-Tax Officer was right in including the 
income of the grocery business in the assessment of the family will 
therefore depend oil whether the sum of Rs* 20,000 inherited by 
A from his uncle is his individual property or his ancestral property 
in which all the members of the family would have a share- 

AH property which a man inherits from a direct male ancestor 
is ancestral property and is at once held by him in coparcenary 
with his own male issues. But where he has inherited property 
from a collateral relation such as brother, nephew, cousin or unclei 
it is not ancestral property in his hands in relation to his male 
issues- According to this test, the sum of Rs- 20,000 is the 
individual property of A, and B and C have no right in it. There 
is on evidence that A blended the earnings of the grocery business 
with the joint family estate. The income from the grocery 
business is therefore the individual income of A, and the Income- 
Tax Officer was not right in treating it as the income of the 
Hindu undivided family. 

(4) A Muslim family consists of A and his sons B, C and D. 
They all carry on a business jointly sharing profits equally. They 
also own house property in which they have equal shares. 

Ill whose hands and in what status are the incomes from 
business and house property assessable ? 

A Muslim family is not a unit of assessment under the 
Income-Tax Act. Therefore, the family’s incomes from business 
and from property will be assessed in the following manner :— 

Business Income. As the business is carried on jointly by A 
and his three sons and as they share the profits of that business 
-equally, it follows that the business is carried on under an agreement 
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of partnership, A, B, C and D constitute a partnership and hav© 
to be assessed as a firm in respect of the income from business* 
carried on by them. As an application for registration has not 
been filed, the assessment of the income from business will be made 
in the hands of an unregistered firm. 

Income from Property . Section 9(3) of the Income-Tax Act 
provides specifically that where the shares of persons jointly owning 
property are defined and ascertainable, the share of each person in 
the property income is to be assessed in his hands as an individual. 
The income from property will therefore be divided into four equal 
parts and included in the individual assessments of A, B, C 
and D- 

Thus, the income from business will be assessed in the hands 
of the unregistered firm of A, 13, C and D, and the property income 
will be assessed individually in the hands of A, B, C and D. 

(5) R was the promoter of a company and its managing 
director. The qualifying shares were held by and belonged to the 
Hindu undivided family of R. Discuss brielly whether the remu- 
neration received by R as managing director should be assessed as 
the income of the family. 


The remuneration of a managiug director is ordinarily earned 
by him in consideration of the personal services which he renders 
to the company under a contract of service. Though the necessary 
shares to acquire the qualification of a managing director belong to 
the Hindu undivided family, there is no detriment of any kind to 
the family property. The dividend on the shares will no doubt 
form part of the income of the family, but the remuneration 
received by R would be his personal income (18 I . T. R. 281) 

However, if it appeors that R receives his remuneration irres¬ 
pective of his rendering any services to the company and merely 
because of the fact that he belonged to the Hindu undivided family 
which enabled him to hold the qualifying shares, it would be 
possible to treat the remuneration as the income of the Hindu 
undivided family (29 /. T. R. 281). 

(6) A Hindu undivided family has filed a return forth© 
assessment year 1961-62 showing the following income for the 
previous year ended 31st March 1961 *•— 

Rs. 

Property (after deducting one-sixth for repairs) 20,000 

Cloth business in Madras and Nagpur 60,000 

Money-lending business Cr- 50,000 

Dr. 10,000 


40,000 
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Speculation Cr. 60,000 

Dr. 40;000 20,000 

1,40,000 


At the time of assessment, the two branches of the family 
X and Y claim partition under 25A, relief under section 25(4) and 
registration under section 26A of the Income-Tax Act. On inquiry 
you find that •— 

(cl) In 1958 a Balance Sheet was drawn up and a separate 
capital account of each branch started in the books of 
the cloth and money-lending business. The profits for 
each business have been actually divided. A partnership 
deed was also drawn up, but neither registration nor 
partition was claimed to get the benefit of a set-ofi of 
the loss carried forward. 

(b) Shares of the two branches were also fixed in property, 
but, there was no partition in definite portions- 

■(c) Property fetching an annual rent of Ks. 24,000 was 
constructed in January 1960 at a cost of Rs- 1,00,000 
fiom the joint funds. 

(d) The assessee produced a copy of the last assessment order 

under the Income-Tax Act of 1918, which showed that 
assessment was made on an income of Rs- 5,000 (cloth 
shop in Burma Rs. 3,000 and money-lending in India 
Rs- 2,000). 

(e) The net income from speculation was not divided on the 

ground that in unsettled contracts there was loss. 
Separate books of account are kept for speculation 
business. 

(/ ) The debit side of speculation account represents profits 
paid to various persons residing in Ceylon. As they 
were non-residents of India, the assessee says that he 
took the precaution of retaining income-tax at the 
appropriate rate and asks for a chalan being given to 
credit to Government account the income-tax so 
retained. The assessee is unable to furnish the parti¬ 
culars of the payees- 

Pass such orders as are necessary to dispose of the claims and 
prepare the assessment of the parties (Hindu undivided family and 
firm) concerned, assuming that the necessary notices were served 
and complied with by them. 


The following orders would be passed on the claims for par- 
t ition, relief under section 25(4) and registration of the firm ■’— 
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Section 25A. The assessee’s claim for complete partition, 
cannot be accepted, as the house property has not been partitioned, 
by metes and bounds and this is a necessary requisite. The fact that 
speculation profits have not been divided also indicates that this 
business is also joint. Therefore, this is a case of partial partition 
of assets whereby the business of cloth and money-lending has. 
ceased to be the business of the Hindu undivided family. Hence 
income from property and speculation would be assessed as the 
income of the Hindu undivided family and the income of cloth and 
money-lending business as that of the firm. 

Section 25(4). According to the facts on record, the cloth and 
money-lending business of the family was succeeded to by a firm 
conisting of the members of the family in 1958. A claim under 
section 25(4) would have been then admissible, but succession and 
partial partition were not claimed in that year, because the assessee 
wanted to get the benefit of a set-off of the loss earried forward. 
The claim is not entertainable now in the assessment year 1961-62 
(16 I . T. R. 12). Hence the claim is rejected. In any event no 
relief is admissible in respect of cloth business as the income 
assessed under the 1918 Act was from a cloth shop in Burma, while 
the present business in Madras and Nagpur was not assessed. 

Section 26A. The partnership deed and the account books 
evidence a genuine partnership- The profits of the cloth and money- 
lending business have been duly divided between X and Y. Regis¬ 
tration is therefore granted under the Income-Tax Rules. 

Assessment of Hindu Undivided Family 

Rs. 
20,000 
60,000 

Total Income 80,000 


No deduction can be allowed for the speculation profits paid 
to non-residents, since the assessee has not proved the payments by 
disclosing the identity of payees- His offer to pay income-tax 
deducted from the payments is merely to evade payment of super¬ 
tax by the family. 


Income from Property 
Speculation income 


Assessment of Firm 

Rs. 
60,000 
40,00 0 
1,00,000 


Cloth business 
Money-lending business 


Total Income 
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It is presumed that the necessary details have been furnished- 
by the assessee in respect of the debits of Rs. 10,000 in money 
lending account. 


(7) A Hindu undivided family carrying on business in gold r 
silver, money-lending, brokerage and share dealings showed the 
following particulars in the return of income filed for the previous 


year ended 31st March 1961 :— 

Rs. 


Loss in silver 

1,00,000 

Loss on sale of secu¬ 


rities 

20,000 

Loss in share dealings 

50,000 

Law charges 

30,000 

Bad Debts 

50,000 

Establishment and con¬ 


tingencies 

20,000 

Net Profit 

1,05,000 


3,75,000 


Rs. 


Profit in gold 

1,50,000 

Profit in sovereigns 

25,000 

Profit from brokerage, 


interest and commis¬ 


sion 

1,50,000 

Dividends 

50,000 


3,75,000 


The examination of the books of account disclosed the follow¬ 
ing facts *— 

(a) Silver account was found debited with loss in hedging 

contracts of Rs. 1,00,000 and loss of Rs. 50,000 in 
speculation of silver. 

(b) Law charges included expenses of Rs. 10,000 incurred in 

a criminal case connected with alleged purchase of 
smuggled gold. 

(c) Bad debts included loss of cash of Rs. 10,000 by theft 

from tijori (iron safe) in the business premises and 
Rs. 20,000 as an irrecoverable loan given without 
interest to the karta's brother-in-law whose business 
failed. 

(d) Establishment expenses included salary of Rs. 3,000 paid 

to the son of the karta- 

Compute the total income of the family giving short reasons 
for allowing or disallowing the items of losses or expenses. 


Net Profit as per statement 
Less Dividends (treated separately) 


Add Loss in silver speculation 

Expenses incurred in a criminal case 
Cash stolen from iron safe 


Rs. 

1,05,000 

50,000 

55,000 

50,000 

10,000 

10,000 



368 


INCOME-TAX 


Irrecovable loan not given in the 
ordinary course of money-lending 

business 20,000 90,000 


Business Profits 
Dividends 


1,45,000 

50,000 


Total Income 1,95,000 


The above computation is subject to the following remarks— 

(0 The loss of Rs- 50,000 in silver speculation will not be 
allowed, there being no profit from speculation in the year. 

(ii) Law charges of Rs. 10,000 incurred in a criminal case 
connected with alleged purchase of smuggled gold is not an allowa¬ 
ble deduction (23 I. T. R. 427). 

(in) Loss of cash by theft even from the business premises 
cannot be said to be incidental to the trade and is not an allowable 
deduction- If it could be proved that the cash formed part of the 
stock-in-trade and the loss occurred due to embezzlement of an 
employee, the case would have been different. But norm illy loss 
of this kind must be said to arise on account of the negligence of the 
assessee and there is no provision in the Act to allow such loss. 

(iu) The loan of Rs- 20,000 to karta’s brother-in-law without 
any interest is prima facie not a business loan. The bad debt claim 
is therefore disallowed- 

(r») The salary of Rs. 3,000 paid to the son of the karta is 
allowed, it being presumed that he actually worked in the business 

(13 L T- R- 410). 


(8) The karta of a Hindu undivided family, carrying on busi¬ 
ness in cotton and piece-goods and deriving income from property 
and investments, while filing the return of income for the assess¬ 
ment year 1961-62 (the previous year being the calendar year I960) 
claimed that on 1st July 1960 a partition of the family took place 
and a registered firm was constituted consisting of six partners. 
Evidence produced showed that property and investments continued 
to be joint and there was no division by metes and bounds of all 
assets of the Hindu undivided family, but the capital invested in 
cotton and piece-goods business was divided in three equal shares 
and credited to the accounts of three brothers A, B and C. The 
partnership deed executed on 1st July 1960 showed six partners, 
besides the three brothers mentioned above. D (24 years old) son 
of A, E (17 years old) son of B, and F wife of C. The minor E 
was admitted to the benefits of partnership. 

One set of accounts was kept for investments and property 
income which disclosed an income of Rs- 50,000 from investments 
and Rs. 24,000 from property. The other set for the cotton and 
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'piece-goods business, which was closed on 31st December i960, 
showed a net business income of Rs. 48,000 which was divided and 
credited to the accounts of six partners noted above. 

They filed two returns, one for 6 months for property and 
investments showing an income of Rs.37,000 and the other showing 
an income of Rs. 85,000 for the next six months and claimed two 
separate assessments. 

The examination of books of account of cotton and piece- 
goods disclosed that the net income was determined after paying 
a salary of Rs. 3,000 to D and interest on capital of Rs. 3,000 to 
each of the three brothers. 

A scrutiny of the personal accounts of D, B and F disclosed a 
credit of Rs. 20,000 in each case as sale proceeds of gold. Though 
proof of sale was produced there was no proof of purchase. Further 
probing and examination of bank books disclosed that the family 
secured an overdraft of Rs. 50,000 from a bank on the security of 
the same gold of the value of Rs. 60,000 in June i960. The family 
did not show purchase of this gold in earlier years' accounts. 

Assuming that the division of capital in the accounts was a 
genuine affair, how would you compute the income of the Hindu 
undivided family, the firm and individuals ? State also how you 
would deal with petitions under sections 25A and 26A. 


Before computing the total income, the petitions under sections 
25A and 26A should first be disposed of. 

Petition under section 25 A. This is a case of partial partition 
without a division in the joint status of the members and the 
disruption of the family. There was no division by metes and 
bounds, and as a matter of fact the investments and property conti 
nued to be joint. The division of the capital among the three 
brothers only proves that the cotton and piece-goods business was 
cariied on separately under a partnership. It has been held U 
I.T.R. 465 ) that section 25A does not prohibit members of a Hindu 
undivided family from entering into a partnership in respect of a 
portion of the joint property, which they have partitioned among 
themselves. So, while there will be no order under section 25A, 
because the family continues to be joint, there will bs separate 
assessment for the partnership. 


Petition under section 26A. As the evidence shows that capital 
was contributed by only three brothers A, B and C, registration 
will be allowed recognising only the three brothers as partners, 
D, E and F being merely name lenders or benamidars. lhe Income- 
Tax Officer is not bound under the law to apportion the firm s 
profits among the partners according to the shares specified in the 
partnership deed. He should take into account the actual farts 
and ignore the benamidars (13 I. T. R. 113). The salary of D 


24 
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will be allowed because he actually worked in the business as ana 
employee. The share profit credited to the account of the minor 
son E will be added to that of his father B and that of F to that of 
C under section 16(3)(a). 


Income of Hindu undivided family : 

Rs. 

Investment income 50,000* 

Property income 24,000 

Business profits (half of Rs. 57,000) 28,500 

Sales proceeds of gold as income from 

undisclosed sources 60,000 

Total Income 1,62,500 


Though the sale proceeds of gold were credited to the accounts 
of D, B and F, yet the facts show that the gold was the property of 
the Hindu undivided family, because it was pledged with the bank¬ 
as security for a loan. As there is no proof of the purchase of this 
gold in this year or in the preceding years, the sale proceeds of gold 
are taken as income from undisclosed sources. 

Income of registered firm of A, B and C : 

Income from cotton and piece-goods 

business 48,000 

Add Interest to three partners 9,000 


57,000 


In the returns submitted, the assessee has offered the entire 
income of this business to be assessed in the hands of the partners, 
but the partnership came into existence on 1st July 1960. There¬ 
fore half of Rs. 57,000 is income of the partnership and the balance 
is the income of the Hindu undivided family. 

Income of individual partners : 



A 

B 

C 


Rs. 

Rs. 

Rs. 

Interest on capital 

1,500 

1,500 

1,50G 

Share of profit 

8,000 

8,000 

8,000 


9,500 

9,500 

9,500 

(9) Ram Lai and his three 

major sons 

are members of a 


Hindu undivided family- Compute the family’s total income for 
the account year ended 31st March 1961 from the following parti* 
culars, giving briefly your reasons. 
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The family had a cloth business at Kanpur which yielded a 
net profit of Rs. 50,000 after deduction of (i) salary of Rs. 12,001) to 
Ram Lai who managed the business, (ii) salary of Rs. 3,600 to one 
of his sons, who worked as a salesman, and (iii) commission of 
Rs. 5,000 to a stranger who secured a lucrative new agency. 

The family owned shares with controlling voting power in a 
limited company at Kanpur, by virtue of which one of its members 
became the company’s managing director and earned a total 
remuneration of Rs. 18,000- 

On 15th Apiil 1961, the family received a dividend of Rs. 
20,000 (gross) declared by the company on 15th March 1961. 


Business : 

Rs. 

Rs 

Net Profit from cloth business at Kanpur 
Add Commission paid for securing a new 

50,000 


agency, being capital expenditure 

Other Sources : 

5,000 

55,000 

Dividend (gross) 


20,000 

Total Income 

75,000 


The salary of Rs. 12,000 to Ram Lai who managed the busi¬ 
ness and the salary of Rs. 3,600 Diid to one of his sons who served 
as a salesman are admissible deductions on the assumption that 
these payments represent reasonable remuneration for the services 
rendered by them- 

The dividend, though received after the previous year ended 
31st March 1961, was declared within that year. As soon as a 
company declares a dividend, it becomes the income of the share* 
holders. Therefore, the dividend is to be treated as the income of 
the previous year i960 - 61. 

The remuneration of Rs. 18,000 received by a member of the 
Hindu undivided family as managing director of the limited com¬ 
pany is his individual income, since it is for the personal services 
rendered by him without detriment to the assets of the family. 
The fact that he secured this post by virtue of the shares held by 
the family cannot change the character of his income (18 
I.T.R. 194). 
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Under section 2(6B), the terms ‘firm’, ‘partner’ and ‘partner¬ 
ship’ have the same meaning respectively as in the Indian Partner¬ 
ship Act of 1932, provided that the term partner includes any 
person who being a minor has been admitted to the benefits of 
partnership. 

Section 4 of the Indian Partnership Act, 1932, defines partner¬ 
ship as the relation between persons who have agreed to share the 
profits of a business carried on by all or by any of them acting for 
all. It further provides that the persons who have entered into 
partnership with one another are called individually as partners and 
collectively a firm. The name under which the business is carried 
on is called the firm name. 

The definition of partnership has three distinct elements, 
namely : (i) there must be an agreement entered into by all the 

persons concerned ; ( ii ) the agreement must be to share the profits 
of a business, not necessarily its losses as well ; and (iii) the business 
must be carried on by all or by any of the partners acting for all. 
All these elements must exist before a group of persons can be said 
to be a partnership. 

There can be no partnership in the eye of law unless there is 
privity of contract between the parties. If several persons are 
partners, and one of them agrees to share the profits derived by him 
with a stranger, this agreement does not make the stranger a partner 
in the original firm. The result of such an agreement is to constitute 
what is called a sub-partnership ; it makes the parties to it partners 
inter se, but it in no way affects the other members of the principal 
firm. 

As stated above, the expression partner includes any person 
who being a minor has been admitted to the benefits of partnership. 
A minor who has been admitted to the benefits of partnership has a 
right to such share in the property and the profits of the firm as may 
be agreed upon—not between him and the partners (for he cannot 
be a party to a contract) but between the other partners. If there 
are at least two persons competent to contract among the members 
of the firm, there is partnership even if a minor has also been 
admitted to the benefits of partnership. 
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A firm cannot legally enter into partnership with another firm. 
It does not, however, follow that because a firm is not a partner in 
another firm what is described as its share in the profits of such firm 
is not its income. Although a firm cannot legally enter into partner¬ 
ship with another firm, yet when two firms do enter into a larger 
partnership, the larger partnership will be treated as one constituted 
by the members of the two firms, provided the firms entering into 
partnership are also constituted under instruments of partnership 
specifying the individual shares of partners. Thus, where with a 
view to preventing underselling an association was formed between 
various firms and the association exercised control over manufacture 
and sale and distributed profits among constituent members, it was 
held that a partnership was formed. 

There may be a partnership of husband and wife. Thus, it has 
been held that a partnership between a husband and his wife in 
which the husband was almost everything in the concern (having the 
sole control of the management, the power of determining the 
partnership and of admitting new partners) was a valid partnership. 
The fact that the control is kept with the husband and that he has 
certain extra rights as a senior partner does not in any sense negative 
a partnership according to law. 

The relation of partnership arises from contract and not from 
status. Therefore the members of a Hindu undivided family carry¬ 
ing on a family business as such are not partners in the business. It 
is, however, open to the members of a Hindu undivided family to 
divide the family business and thereafter to carry on the business as 
partners without dividing the other assets of the family. Moreover, 
a Hindu undivided family may carry on a family business exclusively 
for its own benefit or it may carry on the business with one or more 
outsiders as partners with the family. 

For taxation purposes a firm may be registered or unregistered. 
A registered firm means a firm registered under the provisions of 
section 26A and an unregistered firm means a firm which is not a 
registered firm. 


Registration of Firms 

The law governing the registration of a firm for income-tax 
purposes is contained in section 26 A, supplemented by rules ( Rules 
2 to 6B) made by the Central Board of Revenue. This registration 
is different from the registration under the Indian Partnership Act or 
the Indian Registration Act. 

A firm as such is not entitled to enter into partnership with 
another firm or individuals for purposes of Section 26A. So far as 
partnership between firms is concerned the Income-Tax Act and the 
rules framed thereunder do not give the firms constituting the bigger 
firm any legal entity. If firms enter into any partnership the part¬ 
ners of the smaller firms would individually become the partners 
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of the bigger firm and unless their individual shares are defined and 
each of them personally signs the application for registration, the 
requirements of law would not be fulfilled (27 I. T. R . 88). 

The privilege of registration is given to a firm in order to en¬ 
able it to get the benefit of a lower assessment than that which would 
be levied if the firm remained unregistered. If a firm desires to have 
this privilege, it must comply with the requirements of law relating 
to registration. These requirements are as follows :— 

(1) Any firm can make an application under section 26A 
for registration and the two conditions that it has got to comply 
with are (i) that it must be constituted under an instrument of 
partnership, and (ii) that the instrument of partnership must specify 
the individual shares of the partners. If these two conditions are 
satisfied it would be entitled to registration. 

The expression “constituted under an instrument of partner¬ 
ship” has come up for judicial interpretation in certain cases. In 
this connection the Supreme Court has now laid down the following 
propositions :— 

(1) The word ‘constitute 5 is used in section 26A not in the 

narrow sense of ‘creating 5 or ‘setting up’ but in the 
wider sense of ‘putting a thing in legal shape’. 

(ii) A partnership which originated in a verbal agreement but 

the terms of which are subsequently reduced to writing 
is a partnership ‘constituted under an instrument' within 
the meaning of section 26A ; it is not necessary that the 
partnership should be constituted by the instrument 
itself. 

(iii) In view of the scheme of section 26A and the relevant 

Rules, in order that a firm many be entitled to registra¬ 
tion, the instrument of partnership must be in existence 
in the relevant accounting year (36 1. T. R. 194). 

If the partnership deed was executed before the close of the 
relevant accounting year, recording the verbal creation of the firm 
earlier in the year, registration should be granted from the date of 
commencement of the firm and not from the date of the execution 
of the deed. 

(2) An application for registration should be made to the 
Income-Tax Officer on behalf of the firm. It should be in the 
prescribed form and signed by all the partners ( not being minors) 
personally. It cannot be signed even by a duly authorised agent on 
behalf of a partner. In the case of a dissolved firm it is to be signed 
by all persons ( not being minors ) who were partners in the firm 
immediately before dissolution and by the legal representative of any 
such partner as is deceased. 

When initial registration of a firm is sought, the application 
therefor has to be made before the close of the firm’s accounting 
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period or within six months of the formation of the firm, whichever 
is earlier. 

A firm, which is registered with the Registrar of Firms or 
whose partnership deed has been registered with the Sub-Registrar, 
is permitted to make application at any time before the close of 
the firm’s accounting year. 

If a firm has once been registered by the Income-Tax Officer, 
the registration can be renewed year after year on application by 
the partners of the firm. Application for renewal of registration 
should be made before the 30th June of each assessment year. 

The time limits mentioned above can be extended by the 
Income-Tax Officer if the firm satisfies him that the delay in making 
the application was due to sufficient cause. It is, however, in the 
interests of the firms themselves to make the necessary application 
within the prescribed time. 

(3) The partnership should be genuine and not a bogus one. 
When an application for registration of a firm is made, the Income- 
Tax Officer is entitled to examine whether the partnership is genuine, 
whether each of the partners mentioned therein is a real partner, 
whether the shares are specified properly, whether the shares specified 
are real ones, and whether the profits which are to be distributed 
under the instrument of partnership will truly be the profits of those 
particular individuals. If he finds that there is no genuineness with 
regard to any of these things, it is open to him to reject the applica¬ 
tion on the ground that there is no genuine partnership brought into 
existence by the partnersnip agreement. Whare a partnership is 
genuine and actually exists in the terms of the agreement, the fact 
that it was formed with a view to diminishing the incidence of tax is 
irrelevant and would not justify a refusal to register. 

The Income-Tax Officer can also refuse registration if he finds 
that the partnership purported to be created by the instrument is not 
valid or has no existence in law. 

There is nothing in the Act to prohibit the members of a Hindu 
undivided family, while remaining joint, from entering into partner¬ 
ship in respect of a business, being a portion of the joint property, 
which they have partitioned among themselves, and that registration 
of such a partnership should not be refused merely because the joint 
family as such continues to exist. 

Registration, under section 26A, of a firm formed for an illegal 
purpose stands on a different footing from taxation of the profits of 
a business tainted with illegality. As the object of the firm is unlaw¬ 
ful and as the partnership agreement under which the firm was consti¬ 
tuted was wholly void, it is open to the Income-Tax Officer to refuse 
registration of the firm. 

A Hindu, who was assessed to tax as the manager of a Hindu 
''Undivided family in respect of a business carried on by him, died 
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leaving behind him six minor sons and a widow. The widow pur¬ 
porting to act as guardian of the minor sons entered into a partner¬ 
ship in respect of the business with a stranger and sought to register 
the instrument of partnership under section 26A. It was held that 
under the Hindu law the widow could not become the karta of a 
Hindu undivided family, and the partnership could not therefore be 
registered. 

Certificate of Registration. If, on receipt of the application, 
the Income-Tax Officer is satisfied that there is or was a firm in 
existence constituted as shown in the instrument of partnership and 
that the application has been properly made, he shall note at the foot 
of the instrument the fact of its being registered. The certificate of 
registration thus granted shall have effect only for the assessment to 
be made for the year mentioned therein. 

Any firm to whom a certificate of registration has been granted 
may apply to the Income- Tax Officer for its renewal for a subsequent 
year, and the procedure will be the same as in the case of original 
registration. 

Cancellation of Registration. The registration of a firm may 
be cancelled under section 23(4) in any of the circumstances which 
warrant a best judgment assessment. Moreover, if the bogus nature 
of a firm comes to the notice of the Income-Tax Officer after the firm 
is registered he has the power under Rule 6B to cancel the certificate 
of registration. 

The registration of a firm does not prevent the Income-Tax 
Officer from determining whether the income shown as the income of 
a partner therein is really his own income or the income of another. 
If he finds that one of the partners, whose name is introduced in the 
instrument of partnership, is simply a nominee of another partner, he 
may include the nominal partner’s income in the income of the real 
partner. In other words, the Income-Tax Officer is not bound to 
apportion the firm’s profits among the partners according to the 
shares specified in the partnership deed. 

A registered firm consisted of three partners (the assessee, his 
son and his brother) whose shares were duly specified in the partner¬ 
ship deed ; but the son was found to be merely a name-lender or 
benamidar and his share in fact belonged to the father. It was held 
that the registration of the firm did not prevent the income-tax 
authorities from including in the father’s total income not only his 
own shar^ of the profits but also the share of the profits which was 
nominally taken by his son. 

The Income-Tax Officer cancelled the registration of a firm for 
1950-51 and 1951-52 and refused renewal of registration for 1952- 
53. The assessee firm applied to the High Court for a writ of 
certiorari quashing the orders of the Income-Tax Officer on the 
ground that the proceedings were invalid as no notice was given of 
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the intention to cancel the registration for the previous years and to 
refuse renewal of registration ({29 /. T. R. 342). It was held by the 
High Court;— 

(i) That as the cancellation of registration as well as refusal 
to renew registration resulted in deprivation of the pro¬ 
perty of the assessee, opportunity should have been given 
to it to show cause against the proposed order, and that 
notice was therefore necessary ; 

(zi) That by giving notice under section 23(2) it could not be 
said that notice was given for the consideration of the 
question whether the registration should be cancelled or 
renewed or not ; 

(in) That there was no right of appeal either under the 
Income-Tax Act or under Rule 6B of the Income-Tax 
Rules so far as the order cancelling the registration for 
1950-51 and 1951-52 was concerned ; 

(i-u) That the order refusing renewal of registration was based 
upon the order cancelling the registration for the two 
previous years and the petitioner had no remedy against 
the latter ; 

(■u) That therefore the proceedings were invalid and liable to 
be quashed by a writ of certiorari. 

As under section 31 there is no appeal from an order granting 
registration to a firm, the Appellate Assistant Commissioner cannot 
cancel, in exercise of his appellate jurisdiction under section 31, an 
order granting registration to a firm. But an order of the Income- 
Tax Officer registering a firm can be revised by the Commissioner 
under section 33C whenever he considers that it has been erroneously 
passed and is prejudicial to the revenue, even while an appeal is 
pending from the order of assessment and even after the appeal is 
disposed of by the Appellate Assistant Commissioner (34 I.T.R. 130 ). 

Assessment of Firms 

For ascertaining the taxable profits of a firm, the firm is treated, 
as a separate entity apart from the members composing it. But under 
section 10(4)(b) nothing paid to any partner by way of salary, 
interest, commsssion or any other remuneration is deductible. 

Section 16(l)(b) lays down the method of allocation of the 
assessable income of a firm among its partners. By virtue of this 
section, each partner’s share of the firm’s assessable income is not 
the actual income derived from the firm but a conventional one 
calculated in the following ipanner :— 

(a) The profit or loss of the firm is first computed in accor¬ 

dance with the provisions of section 10 ; 

(b) Out of the firm’s income so computed, payments made to 
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partners on account of salary, interest, commission or 
other remuneration are deducted ; and 
(c) Finally, the balance of the firm’s assessable income is 
distributed amongst the partners according to their 
profit-sharing ratio. Where the total income of a firm 
includes any recognised charitable donation, such 
donation should be apportioned amongst the partners, 
for purposes of rebate according to their profit-sharing 
ratio. 

In the case of a firm which has discontinued business, section 
44 provides that all the persons who were partners at the time of 
such discontinuance are jointly and severally liable for the amount 
of tax payable by the firm. 

Under the second proviso to section 26(1), where the tax 
assessed upon a partner cannot be recovered from him, it shall be 
recovered from the firm. 


Illustrations 

(1) A, B and C are partners in a firm sharing profits and 
losses in the proportions of two-fifths, two-fifths and one-fifth 
respectively. The Profit & Loss Account of the firm for the year 
ended 31st December 1960 is as under :— 

Rs. Rs, 

Sundry Trade Expenses 50,000 Gross Profit 1,45,000 


Interest on Capital t Dividends gross 5,000 

A 3,000 

B 2,000 

C 3,000 

Salary to B 6,000 

Commission to C 3,000 

Net Profit 85-000 


1,50,000 1,50,000 

Compute the assessable income of the firm and allocate it 
amongst the three partners. 


Computation oj Firm’s Total Income : 

1. Business Profits : 

Net Profit as per Profit & Loss 
Add Expenditure disallowed ♦ 
Interest on Capital 
Partner’s salary 
Partner’s commission 


Rs- 


Account 85,000 

6,000 

6,000 

3,000 15,000 


1 , 00,000 


Rs. 
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Less Dividends not being business 


profits 


5,000 

95,000 

2. Dividends gross 



5,000 

Firm's total income 


1,00,000 

Its allocation amongst partners * 

A 

B 

c 


Rs. 

Rs. 

Rs. 

Interest on capital 

3,000 

2,000 

1,000 

Salary 

— 

6,000 

— 

Commission 

— 

— 

3,000 

Balance of total income (2, 2 and 1) 

34,000 

34,non 

17,000 


37,000 

42,000 

21,000 


(2) G and M execute a partnership deed to carry on business 
in accordance with its terms. There is nothing in the deed to show 
that the partners represent anybody other than themselves. But in 
fact G's share of profit in the firm is taken by a company of which 
he is the managing director. Would you include G’s share of profit 
in G's individual assessment or in the company’s assessment ? 
<jive reasons for your answer. 


The fact that G’s share of profit is taken by the company of 
which he is the managing director suggests that the company is 
the beneficial owner of G’s share in the partnership. The absence 
of mention of the representative capacity of G in the partnership 
deed does not matter if on examining the resolutions of the company 
it appears that G in fact acquired a share in the partnership on 
behalf of the company. It would also be necessary to ascertain the 
source of the capital invested by G in the partnership. If the 
capital can be traced to the company, it would follow that G is in 
fact a representative of the company- It is now well settled that 
the share of income from a firm could be included in the total 
income of the beneficial owner of the share irrespective of the fact 
that somebody else is the ostensible partner [13 I.T.R. 113). 

(3) A managing agency belonged to a Hindu joint family 
-consisting of A, B and A’s wife. In a partition between the members 
of the family the managing agency was also divided and in the deed 
it was provided that A and B would be entitled to share the net 
profits of the managing agency firm in equal shares and that each 
would pay 10% of his share to A's wife. 

A partnership deed was drawn up between A and B and it was 
registered with the Income-Tax Officer. In his assessment procee¬ 
dings A claimed that the 10%of the managing agency profits, which 
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he had paid to his wife, should be excluded. Is A's claim correct ? 


The claim made by A is correct. Even though the amount 
paid to the assessee’s wife cannot be considered in the assessment 
of the firm , that would not prevent A and B from claiming that 
their real income as partners was not half and half in the managing 
agency commission but it was half and half less the amount which- 
A’s wife was entitled to receive from them- 

Under the deed of paitition the real intention was that only a 
portion of the managing agency commission should be the income 
of A and B and that the remaining portion should be the income of 
A's wife- Accordingly, this is a case where a portion of the manag¬ 
ing agency commission payable to A's wife was diverted before it 
became the income 0 f A and B (31 I. T. R. 735). 

The amount paid by A to his wife will not be included in the 
total income of A by virtue of section 16 (3), because it is a diversion 
of A’s income and not a transfer thereof made by A. 

Assessment of Registered Firms 

Income-Tax. Prior to the assessment year 1956-57. a registered' 
firm did not pay any tax, but the partners were directly assessed to 
tax on their shares of profits of the firm at their personal rates of tax. 

From the assessment year 1956-57 and onwards, income-tax 
is payable by a registered firm, whose total income exceeds Rs.40,000, 
at the rates specified in the Finance Act. These rates are as 
follows :— 

(1) On the first Rs. 40,000 of total income Nil 

(2) On the next Rs. 35,000 of total income 5% 

(3) On the next Rs. 75,000 of total income 6% 

(4) On the balance of total income 9% 

As regards partners, they continue to be assessed to tax 
directly as before on their shares of the firm’s profits, but, under 
section 14(2)(aa), they are entitled to get a rebate of income-tax at 
their personal rates on their share of the income-tax paid by the 
firm. Each partner’s share of the income-tax paid by the firm is 
calculated according to his profit-sharing ratio. 

When a registered firm is assessed and its total income com¬ 
puted, the individual partners are to be taxed, under section 23(5)(a) T 
in respect of their individual shares of the firm’s income so computed, 
and it is not open to the Department to assess separately a i artner 
of the firm in respect of his share of profits alleged to have been 
made which were not included in the firm’s total income computed 
in the assessment on the firm (23 I. T. R . 109). 

On the other hand, it is not open to an individual partner in 
his own assessment proceedings to challenge the figure of profits of a 
registered firm computed in the assessment on the firm, nor is it 
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open to him to claim any deduction which could have been claimed 
by the firm. But it is open to him to claim a deduction from his 
share of the firm’s profits for any expenditure incurred by him 
wholly and exclusively for earning the share of profits, e. g., interest 
paid by him on moneys borrowed for his capital contribution to the 
firm under the partnership agreement (37 I.T.R . 69). If any part of 
a partner’s share of the profits of a registered firm is diverted from 
him by overriding title (e. g., where a partner has to hand over a 
portion of such share, under a deed of partition, to a member of an 
erstwhile joint family), such portion would not to be taxable in the 
partner’s hand, (31 L T. R. 735). 

Super-Tax. Under section 54, a registered firm is not liable 
to super-tax. The share of each partner in the firm’s income is 
added to his other income, and he is then individually assessed to 
super-tax. 

If the total income of the registered firm is derived from 
“business*’ only, no rebate of super-tax is allowed to the partners in 
their individual assessments on any portion of the income-tax paid 
by the firm ; but, if the total income of the registered firm consists 
of income derived from sources other than “business*’, rebate of 
super-tax is also allowed to the partners in their assessments on so 
much of their respective shares in the income-tax paid by the firm 
us is attributable to its non-business income—Proviso to section 14 
(2)(aa ). 

Where any partner of a registered firm is non-resident or where 
the Income-Tax Officer is of opinion that a partner of a registered 
firm is residing in Pakistan, such partner’s share of the firm’s income 
has to be assessed on the firm, and the amount of tax payable has to 
be determined at the rate which would have been applicable if the 
same income had been assessed on him personally. The amount of 
tax thus determined has to be paid by the firm. 

When the Income-Tax Officer grants registration to a firm on 
the strength of the partnership deed and the application form which 
show certain persons as partners, in the assessment on the firm he 
must divide the firm’s profits among those partners and cannot seek 
to make division among only some of the partners on the ground 
that during the relevant accounting year only those partners constitu¬ 
ted the firm (34 I. T. R. 21). But in the assessment on an individual 
partner or any other person, the question as to who has really 
received a share of the firm’s profits may be determined 

Set off and Carry-forward of Losses. This has already been 
explained in a previous chapter. 

Earned Income Relief. In the case of a registered firm or an 
unregistered firm assessed under section 23(5)(b), earned income 
relief is admissible to the partners by whom tax is payable and who 
nre the assessees, if they are actively engaged in the conduct of the 
business of the firm. For this purpose, it is necessary to split a 
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partner’s share in the firm’s income into earned and unearned' 
portions. 

Wrong Distribution of Profits. Where the profits of a regis¬ 
tered firm have been distributed between the partners otherwise than 
in accordance with the shares of the partners as shown in the instru¬ 
ment of partnership and any partner has thereby returned his income 
below the real amount, the Income-Tax Officer can impose a penalty 
under section 28(2), on the partner concerned and no refund 
or other adjustment can be claimed by any other partner on this- 
account. 


Illustrations 

Note : Illustration (2), which involves calculation of tax payable, 
should be studied after mastering the method of computing tax as given 
in a subsequent chapter. 

(l) Assessment year * 1961-62. Accounting year ending 30th 
June 1960. 

A registered firm consists of three partners A, B and C who 
share the profits in the ratio of 2 : 4 • 10- The firm's total income 
from business is assessed at Rs. 1,00,000 after considering the 
following •— 

Rs. 

Salary paid to A ... 15,000 

Interest paid to B ... 6,000 

Commission paid to C ... 9,000 

Calculate (a) the tax payable, if any, by the firm ; (b) the 

share of each paitner which is to be included in his total income ; 

and (c) the credit, rebate or deduction from income, if any, to be 
given to each partner for his respective income-tax and super-tax 
assessments. 


Tax payable by the firm : 

On the first Rs. 40,000 



Rs. 

Nil 

On the next Rs, 35,000 at 5% 


... 

1,750 

On the next Rs. 25,000 at 6% 


... 

1,500 

Tax payable by the registered firm 


3,250 

Share income of each partner : 


A 

B 

c 


Rs. 

Rs. 

Rs. 

Salary 

15,000 

— 

— 

Interest 

— 

6,000 

— 
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Commission — — 9,000 

Balance of Income (2 : 4 * 10) 8,750 17,500 43,750 

23,750 23,500 52,750 

( c ) The partners are entitled to get rebate of income-tax on the 
following amounts of income-tax paid by the firm * 

Rs- 

A—2/l6ths of Rs. 3,250 406 

B—4/16ths of Rs. 3,250 ... 813 

C—10/I6ths of Rs- 3,250 ... 2,031 


3,250 

Note: As the total income of the registered firm has been 
derived from business alone, no rebate of super-tax will be allowed 
to the partners in their individual assessments on any portion of 
the income-tax paid by the firm. 

For calculating the income-tax payable by the partners on 
their total incomes, the share income from the registered firm will 
be taken as earned income, if all the partners are actively engaged 
in the conduct of the business of the firm. 

(2) A registered firm consists of two partners A and B, who 
share profits and losses in the proportion of 1 ? 2. The total income 
of the firm for the assessment year 1961-62, has been computed as 
below : 

Rs. 

Property 50,000 

Business 1,00,000 

A’s Salary ••• 12,000 

B’s Interest 18,000 30,000 1,30,000 

1,80,000 

(a) Work out the tax payable by the firm, the shares of the 
partners, and their shares of the tax on which they are entitled to 
income'tax and super-tax rebates. 

(b) Work out the tax payable by A assuming that he has no 
other income. 


Rs. 

On the first Rs. 40,000 of total income Nil 

On the next Rs. 35,000 of total income at 5% ... 1,750 

On the next Rs. 75,000 of total income at 6% ... 4,500 

On the balance of Rs. 30,000 at 9% ... 2,700 

Income-tax payable by the registered firm 8,950 
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The share income of each partner will be as follows : 

A B 

Rs. Rs- 

Salary ... 12,000 — 

Interest ... — 18,000 

Balance of Income (1 : 2) ... 50,000 1,00,000 


62,000 1,18,000 


The appropriate income-tax on the firm's income from sources 
other than business is as follows :— 


8,950 x 50,0 00 
1,80,000 


= Rs. 2,486. 


Therefore the partners are entitled to get rebate on the 
following amounts in their individual assessments :— 

Rebate of Rebate of 




Income-Tax 

Super-tax 



Rs. 

Rs. 

A (one-third) 

... 

2,983 

829 

B (two-thirds) 

... 

5,967 

1,657 



8,950 

2,489 


A’s Assessment for 1961-62 

Rs. 


1. Share from Property income being one-third of 
Rs. 50,000 (unearned) 

16,667 

2. Share from Business income of the firm in" 
eluding Rs. 12,000 salary (earned) assuming 
that A is an active partner 

45,333 

Total Income 

62,000 


Income-tax on earned income of Rs. 45,333 
Income-tax on unearned income of Rs. 16,667 ... 


General surcharge at 5% on Rs. 12,520 626 

Special surcharge at 15% on Rs. 4,166.75 625 

Less Rebate of Income-tax on Rs. 2,983 * 

2,983 X 13,771 _ 

62,000 

Income-tax payable 


Rs. 

8,353.25 

4,166.75 

12,520.00 

1,251.00 

13,771.00 

662.56 

13,101.44 ( a ) 
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'Super-tax on earned income of Rs- 45,333 
Super-tax on unearned income of Rs- 16,667 


General surcharge at 5 % on Rs- 10,300 515 

Special surcharge at 15% on Rs. 5,700 855 


Less Rebate of super-tax on Rs. 829 : 

829X11,670 _ 

62,000 

Super-tax payable 
Therefore the total tax payable is (a) + (b)=Rs. 24,622,44. 

Assessment of Unregistered Firms 

The assessable profits of an unregistered firm are allocated 
between the partners in the same way as the profits of a registered 
firm and the assessment of the unregistered firm and its partners is 
made as follows :— 

Income-Tax. An unregistered firm is assessed to income-tax 
like an individual according to the amount of its total income. If 
the total income is below the taxable limit, no income-tax is payable 
by the firm. 

Under section 14(2)(a), income-tax is not payable by a part¬ 
ner of an unregistered firm on that portion of his share of the 
profits of the firm on which the tax has already been paid by the firm , 
though it is included in his total income for fixing the rate at which 
he should pay income-tax on his other income. 

If the firm’s total income is below the taxable limit or if the 
firm fails to pay the income-tax due, a partner’s share in the firm's 
profits would not be exempt from income-tax. 

Super-Tax. An unregistered firm is assessed to super-tax also 
like an individual. Under the second proviso to section 55, super¬ 
tax is not payable by a partner of an unregistered firm on his share 
of the firm's profits, if tie firm itself has been assessed to super-tar, 
such share being excluded fiom his total income. What is required 
is that the firm should have been assessed to super-tax. It is 
apparently immaterial whether super-tax has actually been paid by 
the firm or not. 

Section 23(5)(b). When the total income of the individual 
partners is very much higher than that of an unregistered firm, it 
is advantageous for the firm to remain unregistered. In order to 
25 


4,600-00 

5,700-00 

10,300.00 

1,370.00 

11,670.00 

156.00 

11,514.00 (b) 
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prevent this tax evasion, section 23(5)(b) empowers the Income-Tax 
Officer to assess the partners of an unregistered firm in respect of 
their shares of the firm’s profits instead of assessing the unregistered 
firm as a unit, if such a course would be more advantageous to 
the Revenue. 

When the Income-Tax Officer assesses an unregistered firm under 
section 23(5)(b ), it is not correct to say that he assesses it as if it were a 
registered firm . The reason is that in the case of a registered firm, though 
both income-tax and super-tax are assessed on the partners individually 
in respect of their shares of the firm’s profits, the registered firm itself is 
also assessable to income-tax at specially low rates ; whereas under section 
23{5)(b), though the Income-Tax Officer may assess the individual 
partners of an unregistered firm, he has no power to levy any tax at all 
on the firm. 

The Income-Tax Officer would proceed under section 23(5)(b) 
if in his opinion the aggregate amount of the tax (including super¬ 
tax) payable by the partners would be greater than the aggregate 
amount which would be payable by the unregistered firm and the 
partners individually if separately assessed. 

Where any partner of an unregistered firm is non-resident 
or is residing in Pakistan, such partner’s share of the firm’s income 
has to be assessed on the firm and the amount of tax payable has to- 
be determined at the rates which would have been applicable if the 
same income had been assessed on him personally. The amount 
of tax thus determined has to be paid by the firm. 

When assessing a firm as an unregistered firm, it is the duty 
of the Income-Tax Officer to determine who are the partners of the 
firm and to give notice to all the individuals who are alleged to be 
partners, so that they may appear and show cduse against being, 
treated as partners. If the Income-Tax Officer completes the 
assessment on the unregistered firm without notice to all the alleged 
partners, he would have no right to take recovery proceedings 
against an alleged partner who was not heard and whose liability as 
a partner has not been duly adjudicated upon (33 I. T. R. 94). 

Set off and Carry-forward of Losses. This has already been 
explained in a previous chapter. 

Earned Income Relief. Where an unregistered firm itself is 
assessed to income-tax, it is entitled to earned income relief in res¬ 
pect of all earned income included in its total income. In such 
circumstances, a partner of an unregistered firm is not entitled to 
any earned income relief in respect of his share of the profits of the 
firm, which is included in his total income for rate purposes but 
which is not taxed. 

If an unregistered fim is not liable to pay tax because its 
total income is below the taxable limit, the appropriate earned in¬ 
come relief in respect of a partner’s share of profits of the firm will 



ASSESSMENT OF FIRMS AND ASSOCIATIONS 387 

be admissible to him, if he is actively engaged in the conduct of the 
business of the firm. 


Illustrations 

(1) A firm had three partners A, B and C with shares of 4, 3 
and 1 respectively. The firm's Profit & Loss Account for the year 
1960 showed a net loss of Rs. 16,000 after charging the following 
items Interest on Capital : A Rs. 3,000; B Rs. 2,000; C Rs. 1,000; 
and C’s salary Rs. 2,000* 

A’s taxable income from other sources was Rs. 5,000 while B 
and C had no other income. 

Explain how assessment would be made (a) when the firm is 
registered and (b) when it is unregistered. 


After making adjustment for interest on capital and partner’s 
salary, the firm's loss would be Rs. 8,000 and the respective shares 
of the three partners would be as follows :— 

ABC 



Rs. 

Rs- 

Rs. 

Interest on capital 

3,000 

2,000 

1,000 

Salary 



2,000 

Share of firm’s loss 

-8,000 

-6,000 

-2,000 


-5,000 

-4,000 

1,000 


(a) When the firm is registered. 

A can set off his share of the firm's loss (Rs. 5,000) against 
his other ircome of Rs. 5,000, and therefore he will not be liable to 
pay any tax* 

B can carry forward for 8 years his share of the firm’s loss 
(Rs. 4,000) for set-off against his future share of profits from the 
same firm or against any other business profits. 

C is not liable to tax as his total income is only Rs. 1,000. 

(b) When the firm is unregistered . 

The unregistered firm itself can carry forward for 8 years its 
loss of Rs- 8,000 to be set off against future income! 

A cannot set off his share of the firm’s loss against his other 
income. He will therefore have to pay tax on full Rs. 5,000. 

B cannot carry forward his share of the firm's loss, and G is 
not liable to any tax. 

(2) A and B are equal partners in a registered firm, whose 
Profit & Loss Account for the year ended 31st December 1960 is 
given below 
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Rs. 


Rs. 

Salaries and Bonus 

4,000 

Gross Profit 

34,600 

General Expenses 

6,000 

Bank Interest 

1,000 

Sales Tax 

3,000 

Profit on sale of 


Rent and Rates 

1,300 

investments 

3,000 

Depreciation Reserve 

1,200 



Bad Debts written off 

300 



Bad Debts Reserve 

800 



Advertising 

2,000 



Subscriptions and Charity 

1,000 



Loss on sale of motor car 

2,000 



Interest on Capital : A 

1,500 



B 

' 1,500 



Partners’ Salaries : A 

1,200 



B 

1,800 



Commission to B 

1,000 



Net Profit 

10.000 




38,600 


38,600 


(a) General expenses include Rs- 200 legal charges for draw 
ing up a new partnership deed. 

(b) Advertising represents Rs. 700 cost of permanent signs 
and Rs- 1,300 cost of insertions in trade journals. 

(c) Subscriptions and charity include (i) Rs. 200 subscription 
to a trade association, (ii) Rs- 600 cost of constructing a chappar for 
refugees, and (iii) Rs. 200 donation to a school- 

(d) The motorcar was used entirely for private purposes of 
the partners- 

(e) The amount of allowable depreciation is Rs. 500. 

The other income of the partners was as follows : 

A—Interest from securities gross Rs- 5,000 : Dividends gross 
Rs. 3,000 ; Foreign income from interest not remitted 
to India Rs. 3,000- 

B—Interest from securities (gross) Rs.7,000; Dividends (gross) 
Rs- 4,000 ; taxable income from property Rs. 5,000 ; 
Foreign income from interest not remitted to India 
Rs- 1,000. 

Compute the taxation liability of A and B, assuming that both 
of them are resident and ordinarily resident in India. 

Rs. Rs. 

Profit as per Profit & Loss Account 10,000 

Add Expenditure disallowed - 

Depreciation Reserve 1,200 

Bad Debts Reserve 800 

Interest on Capital 3,000 
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Partners' salaries 

3,000 


Partner's commission 

1,000 


Legal expenses 

200 


Advertising being capital expenditure 

700 


Subscriptions and charity 

800 


Loss on sale of motorcar 

2,000 

12,709 

Less Profit on sale of investments being 


^2,709 

capital profit 

3,000 

3,509 

Depreciation allowance 

500 

Firm's assessable profits 

19,209 

The capital profit of Rs. 3,000 is not taxabl 

e, as it 

is less than 


Rs. 500- 


Allocation of firm's total income between partners : 

A B 

Rs. Rs. 

Interest on capital 1,500 1,500 

Salary 1,200 1,800 

Commission — 1,000 

Balance of income 6,100 6,100 

8,800 10,400 

Assessment of A and B for 1961-62 : 

A B 

Rs. Rs- 

1. Interest on securities 5,000 7,000 

2- Property income — 5,000 

3. Business profits 8,800 10,400 

4. Dividends 3,000 4,000 

Foreign income 3,000 1,000 

Total income 19,800 27,400 


The registered firm itself is not liable to income-tax as its 
total income does not exceed Rs. 40,000. 

A will pay income-tax on Rs. 19,800 (on Rs- 8,000 at 1960-61 
rates and on the balance at 1961-62 rates). B will pay income-tax 
on Rs- 27,400 (on Rs. 11,000 at 1960-61 rates and on the balance at 
1961-62 rates). Each will get credit for the income-tax deducted at 
source in respect of interest on securities and dividends. 

(3) X is the proprietor of two separate businesses called A and 
B. He made a net profit of Rs. 50,000 in business A and suffered a 
loss of Rs- 80,000 in business B. He also received Rs. 60,000 as his 
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share of profits from an unregistered firm* What is the taxation 
liability of X ? 


Statement of Total Income 

Rs- 

1- Loss from proprietary businesses (Rs. 50,000 

minus Rs, 80,000) -30,000 

2. Share of profits from an unregistered firm 

which has been taxed 60,000 

30,000 


As the unregistered firm has been assessed both to income-tax 
and super-tax, X is not liable to pay any tax at all- He is liable to 
pay income-tax and super-tax on the loss of Rs- 30,000 at the rates 
applicable to Rs. 30,000. As the figure is a loss, it does not matter 
what the rate of tax is. The tax is nil- The rate is a positive rate, 
but the figure to which it is applied is negative. Therefore the 
tax payable is nil. 

(4) A firm having two equal partners A and B suffered a loss 
of Rs. 30,000 during its accounting year ended 31st March 1961 as 
under -— 

Rs- 

Business profits after paying Rs. 10,000 as 

interest on capital to partner A 50,000 

Loss from a leasehold property -80,000 

Net Loss -30000 


Partner A had during that year an income of Rs- 25,000 from 
house property and partner B who had no income that year claimed 
a loss of Rs. 10,000 brought forward from the preceding year from 
his individual cloth business which had been closed on 31st March 
1960. 

Compute the total income of each partner assuming the firm 
to be (a) registered, and (b) not registered nor assessable under 
section 23(5)(b). 


Rs. 

Firm's profit as per Profit & Loss Account ... 50,000 

Add Interest to partner A ... 10,000 


60,000 

Less Loss from leasehold property ... -80,000 

Net Loss 


- 20,000 
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Allocation of firm’s loss between A and B 



A 

B 


Rs. 

Rs- 

Interest on Capital 

10,000 

— 

Balance of business income 

25,000 

25,000 

Less Loss from leasehold property 

35,000 

25,000 

40,000 

40,000 

Loss 

-5,000 

-15,000 


(a) When the firm is registered, A can set off his share of the 
firm’s loss (Rs. 5,000) against his property income of Rs.25,000, and 
his total income will be only Rs. 20,000. B can carry forward for 
& years his share of the firm’s loss (Rs- 15,000) for future set-off 
against his share of the profits from the same firm or any other 
business profits. On the discontinuance of B's individual cloth 
business his right to carry forward the loss from that business 
,died with the business. He cannot be allowed to carry forward that 
loss- 

(b) When the firm is unregistered, the firm’s loss of Rs. 20*000 
will be carried forward for 8 years for set-off against its own future 
profits and no partner is allowed to set-off his share of the firm’s 
loss against his other income, if any. A’s total income will there¬ 
fore bs Rs. 25,000, and B’s total income will be nil. 

(5) An unregistered firm consisting of two partners A and B 
returns the following income for the calendar year 1960 :— 

Rs. 

(a) Interest income after deducting Rs. 5,000 interest 

on A's capital and Rs. 3,000 interest on B’s 

capital 20,000 

(b) Managing agency commission from a sugar mill 

company actually received 20,000 

Less Amount paid to third party under 
an agreement made for adequate 
consideration 20,000 Nil 

(c) Speaulation loss after allowing B's com¬ 

mission of Rs. 6,000 20,000 

Total income Nil 

During the course of examination of accounts the following 
facts are discovered •— 

(a) The managing agency commission amounted to Rs.60,000 
for the year, but the assessee changed his method of 
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accounting from mercantile to cash, the balance ot 
Rs. 40,000 received in 1961 being accounted for as the 
income of that year. 

(b) The partners’ personal bank accounts (not incorporated in 
the firm's books) were credited with various amounts 
aggregating to Rs. 15,000 each. These amounts were 
explained to be sale proceeds of household jewellery 
but no proof was produced. 

Compute the income of the firm- 


1. Interest income after adding back the interest 


on partners’ capitals 

2. Managing agency commission 60,000 

Less Amount paid to a third party 20,000 

3. Concealed income (presumably from 

speculation) 30,000 

Less Speculation loss alter disallowing B’s 

commbsion of Rs. 6,000 14,000 


Rs. 

28,000 

40,000- 


16,000 


Total income 84,000 


It is assumed that the declaration regarding the sharing of 
managing agency commission, as required by section 12A has been 
filed with the Income-Tax Officer* 

An assessee is not allowed to change his method of accounting 
without the express permission of the Income-Tax Officer and on 
such condition as he may impose. 

In the absence of satisfactory proof, the credit in the personal 
bank accounts of the partners can be legitimately assumed to be 
concealed income. 


(6) For assessment year 1961-62 Rs. 10,000 has been 
determined as the total income of an unregistered firm* It has two 
equal partners, A and B. Besides the share income each partner 
has other taxable income of Rs. 1,50,000* How will the firm be 
assessed to tax ? 


In the case of an unregistered firm, section 23(5)(b) empowers 
the Income-Tax Officer to assess the individual partners in respect 
of their shares of the firm’s profits instead of assessing the unregis¬ 
tered firm as a unit, if such a course would be more advantageous 
to revenue. 

In this case, if the unregistered firm is assessed under section 
23(5)(b), the income of the firm (Rs. 10,000) will be charged to tax 
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at a rate considerably higher than that appropriate for a total 
income of Rs. 10,000, because each partner has other taxable 
income of Rs- 1,50,000. Therefore it is necessary to apply section 
23(5)(b) to this unregistered firm. 

Change in Constitution of Firms 

Section 26(1) deals with cases where at the time of making 
the assessment it is found that a change has occurred in the 
constitution of a firm. A change in the constitution of a firm 
covers the case of a partner ceasing to be a partner or a new partner 
coming in, or all the existing partners going out and a new set ot 
partners coming in. But a mere change in the proportion in which 
the partners divide the profits would not amount to a change in tie 
constitution of the firm. Where a partnership is dissolved, and 
one partner takes over and continues the partnership business, l 
would be a case of succession and not of change in the constitution 
of the firm, because a change in the constitution of the firm 
presupposes the continued existence of the firm. 

When a change takes place in the constitution of a firm, the 
assessment is to be made upon the firm as constituted at the time 
of assessment, but the profits are to be apportioned among t e 
persons who were partners in the previous year and not amongs 
the partners entitled to the profits at the time of assessment. Thus 
each partner is taxed only in respect of the profits to which he 
was actually entitled in the previous year. The principle adopte 
is that the tax should be borne by each partner (whether piesen 
or past) according to his actual share in the firm s profits ot t e 
previous year. 

If the tax assessed upon a partner cannot be recovered from 
him, it will be recovered from the firm as constituted at the time ol 
assessment. 

Section 26(1) applies to both registered and unregistered 
firms and the procedure of assessment in each case would be as 
follows :— 

Unregistered Finns. The Revenue is not concerned with 
changes in the constitution of an unregistered firm for such a firni 
is assessed as a separate unit. The total income of the firm would e 
computed and the tax payable by it determined as if there had been 
no change in the constitution of the firm. The firm as constituted at 
the time of making the assessment would be liable to pay the tax. In 
other words, the new partners would be liable to pay the tax even in 
respect of that portion of the previous year's profits which was, 
received by the partners prior to the change. But only that portion 
of the firm’s profits of the previous year, to which each partner \yas 
entitled, would be included in his total income. 

Registered Firms. The total income of the firm as constituted 
at the time of making the assessment is computed, but the tax 
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payable by the registered firm on such total income is not determined 
(except income-tax at specially low rates where the total income 
^exceeds Rs. 40,000). Instead, the firm’s profits are apportioned 
amongst the old and new partners who in the previous year were 
entitled to receive the same, and each partner’s share of such profits 
is included in his total income. 

Illustrations 

(1) A, B and C, who are partners, share profits in the propor¬ 
tions of £, £ and i respectively- C ceased to be a partner with effect 
from 1st October 1960 and the other partners continued the business 
without changing their proportion of sharing profits. 

The net profit of the firm for the year ended 31st March 1961 
amounted to Rs- 24,000 after charging salary of Rs. 3,600 to A, 
Rs. 3,000 to B and Rs-1,500 to C and interest on capital of Rs.1,400 
to A, Rs. 1000 to B and Rs- 500 to C. 

Compute the total income of the partners if the firm is regis¬ 
tered. The private income of the partners is as follows :—A 
Rs. 20,000 ; B Rs. 10,000 : C Rs. 5,000. 

Total income of the firm : 


Rs. 


Net 

profit for the year allocated to partners • 


A 

(i of £ plus f of £) 


10,000 


B 

(i of £ plus £ of £) 


7,000 


C 

(i of £) 


3,000 

24,000 

Add 

Salary paid to partners : 

A 

3,600 




B 

3,000 




C 

1,500 

8,100 

Add 

Interest paid to partners 

: A 

1,400 




B 

1,000 




C 

500 

2,900 


Total 

Income 


35,000 

^Allocation 

to partners : 





Profit 

Salary 

Interest 

Total 


Rs- 

Rs- 

Rs. 

Rs. 

A 

14,000 

3,600 

1,400 

19,000 

B 

7,000 

3,000 

1,000 

11,000 

' C 

3,000 

1,500 

500 

5,000 


24,000 

8,100 

2,900 

35,000 
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Total income of portners : 





A 

B 

C 


Rs. 

Rs. 

Rs. 

Share income from the firm 

19,000 

11,000 

5,000 

Private income 

20,000 

10,000 

5,000 

Total Income 

39,000 

21,000 

10,000 


(2) X, Y and Z were partners in a firm, sharing profits and 
losses in the ratio of i, i and i respectively. After 8 months Z left 
and P was taken in his place, the proportion of profit and loss 
being adjusted as X 6 /i S , Y s /ie and P 5 /i«- 

For the previous year ending 30th June 1960 the account books 
disclosed a profit of Rs- 43,000. 

The book profit has been worked out after debiting (i) Rs-4,000 
interest paid to X, (ii) Rs- 6,000 salary paid to Y, (iii) Rs- 3,000 
shop rent paid to Z, (iv) Rs. 1,500 commission paid to P, and (v) 
Rs- 2,000 donations to charitable institutions. 

The firm has to be allowed development rebate and deprecia¬ 
tion on new machinery (initial cost Rs- 1,00,000) installed in the 
middle of the previous year, the rate of depreciation applicable 
being 10%. 

Compute the total income of the firm and allocate it amongst 
the partners- 


Rs- 

Profit as per books 43,000 

Add Interest paid to X 4,000 

Salary paid to Y 6,000 

Commission paid to P 1,500 

Donations to charitable institutions 2,000 


56,500 

Less Development Rebat® 25,000 

Depreciation : Normal for 6 months 5,000 30,000 



Total Income 


26,500 

Allocation amongst partners ; 

X 

Y 

Z 

P 


Rs. 

Rs. 

Rs. 

Rs. 

Interest 

4,000 

— 

— 

— 

Salary 

— 

6,000 

— • 

— 

Commission 

— 

— 

— 

1,500 

Balance : 

for 8 months (Rs- 10,000) 

5,000 

2,500 

2,500 

— 
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for 4 months (Rs. 5,000) 

1,875 

1,593 

— 

1,562 

Donations exempt from tax * 

10,875 

10,063 

2,500 

3,062 

’ for 8 months (Rs. 1,333) 

667 

333 

333 

— 

for 4 months (Rs. 6671 

250 

20S 

— 

209 


917 

541 

333 

209 


(3) An unregistered firm, having A, B and C as equal part¬ 
ners,made a loss of Rs- 12,000 in the accounting year ended 3]st 
March 1960. On 1st April 1960, C died and, under the terms of 
the original partnership deed, A and B took his son D as a partner. 
A, B and D then continued the business as equal partners- 

The income of the new firm for the accounting year 1960-61 
was Rs. 15,000. On what income would you assess the new firm 
of A, B and D for the assessment year 1961-62 and how would you 
compute the share income of each of the partners A, B and D for 
the said assessment year ? 


Rs. 4,000 being the proportionate share of C in the loss of the 
old firm for the accounting year 1959-60 cannot be set off against 
the profit of the new firm for the accounting year 1960-6 f. Only 
the balance of Rs. 8,000 of the firm’s loss can be so set off. Accor¬ 
dingly, the income of the firm of A, B and D for the accounting year 
1960-61 would be assessed at Rs. 7,000 (Rs. 15,000 minus Rs.8,000) 
for the assessment year 1961-62- 

The share income of the partners A, B and D would be as 
follows ;— 

A—Rs. 5,000 minus Rs- 4,000 = Rs. 1,000. 

B—R s . 5,000 minus Rs. 4,000 = Rs. 1,000. 

D—Rs- 5,000. 

Singh & Co. consisting of the two pirtners, Ram Singh 
and Arjun Singh, was registered for 1960-61 assessment on the 
basis of their partnership deed dated 1st April 1959. On 1st 
March 1961) they took a third partner Kirpal Singh and executed a 
new deed on 1st March 1961. 

Thpy closed their accounts on 31st for March 1961-62 assess¬ 
ment, they filed an application for registration on 25th March 1961 
on the basis of the new deed of partnership. The Income-Tax Officer 
refused the registration for 1961-62 on the ground that the assessees 
should have applied for renewal of registration on the basis of the 
old partnership deed, and assessed the firm as an unregistered 
firm- 
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Do you consider that the action of the Income-Tax Officer in 
refusing registration in this case was justified ? 


The action of the Income-Tax Officer in refusing registration 
in this case is not justified. Under section 26, where a change has 
occurred in the constitution of a firm or where a firm has been 
newly constituted, the assessment to be made will be on the firm 
as constituted at the time of making the assessment. As the firm 
in question was reconstituted by taking the third partner Kiipal 
Singh with effect from i’3-1961, it is the new firm that has to be 
assessed for 1961-62, and the application filed by that firm for 
registration was, therefore, in order. The income of the previous 
year ending 31st March 1961 is, of course, to be apportioned bet¬ 
ween the partners who were entitled to receive the same. For this 
purpose, the assessees will also send the old partnership deed and 
show in the application for registration, the particulars of the firm 
as constituted at the date of the application and the particulars of 
apportionment of the income in the previous year between the 
partners in accordance with the old and the new partnership 
deed. 


Di ssolution of Firm 

Under section 44, where a firm or an association of persons is 
dissolved or its business is discontinued, the assessment is to be 
made on the firm or association as such, as if no such dissolution or 
discontinuance had taken place. This section applies to a dissolved 
firm, although the business carried on by it may not have been 
discontinued but may have been taken over by a successor in busi¬ 
ness. 

When there is no discontinuance of the partnership business 
but a succession thereto, the successor is liable for the tax payable by 
the predecessor to the extent and in the circumstances indicated in 
the proviso to section 26(2). 

This section authorises the imposition of penalty under section 
28 in the case of a firm or an association of persons which is dissolv¬ 
ed or the business of which is discontinued. 

Every person who was at the time of discontinuance or dissolu¬ 
tion a partner of the firm or a member of the association is jointly 
and severally liable for the amount of tax or penalty payable. 

If the business of the firm was charged at any time under the 
Income-Tax Act, 1918, the firm would be entitled to relief under 
section 25(3) upon discontinuance of its business and under section 
25(4) upon its succession. These reliefs are explained in a subsequent 
chapter dealing with the assessment of discontinued businesses. 

On the death of an individual, the income earned by the 
deceased is assessable under section 24B in the hands of his legal 
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representative. In the winding-up of a company, the liquidator 
represents the company till the winding-up is finished. A local 
authority is a statutory body and there is no question of its disappe¬ 
arance. Therefore the only cases in which a practical difficulty may 
arise on account of the disappearance of the assessee before the time 
of assessment are those of a Hindu undivided family being found to 
be divided and a firm or an association of persons being dissolved* 
To meet the case of a disrupted Hindu family section 25A empowers 
the Income-Tax Officer to compute the income as if the Hindu 
undivided family continued to exist at the time of the assessment and 
the tax payable by the joint family is made recoverable from the 
members of the family either jointly or severally. Section 44 applies 
the same principle to a firm and to an association of persons whose 
business is discontinued or which is dissolved. 

The principle underlying these provisions is that when a unit 
of assesssment breaks up, the liability to tax should devolve on the 
component members. 


Illustrations 

(1) A, B and C are equal partners in a registered firm, whose 
total income for the year ended 30th June 1959 amounted to 
Rs- 36,000. On 1st January 1960, A retired and D came in as a 
partner taking over A's share. The firm’s total income for the year 
ended 30th June 1960 was Rs- 48,000. 

Show clearly how the assessment of the firm and its partners 
would be made for the assessment years 1960-61 and 1961-62 res¬ 
pectively assuming that the partners have no other income. 


(a) The assessment for 1960-61 would be made on the firm 
of B, C and D, because the firm is so constituted at the time of 
assessment, but the income of the tirm for the previous year ended 
30th June 1959 having been determined, it would be divided for 
assessment purposes between A, B and C (and not between B, C and 
D) since it is A, B and C who were entitled to that income* 

A, B and C would be assessed on Rs. 12,000, while I> 
would pay no tax in respect of the firm’s income for the year ended 
30th June 1*959, because he did not receive anything out of it. 

(b) Assuming that the firm’s income for the year ended 30th 
June 1960 accrued evenly throughout the year, the profits for the 
six months to 31st December 1959 would be Rs. 24,000 and those 
for the remaining six months would also be the same. Therefore 
for purposes of 1961-62 assessment, the total income of the firm 
of B, C and D would be allocated as follows 

A B C D 

Rs. Rs. Rs. Rs. 

Profit for the half-year to 31st 

December 1959 8,000 8,000 8,000 — 
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Profit for the half-year to 30th 

June 1960 — 8,000 8,000 


8,000 16,000 16,000 


Each partner would pay tax oil his own share of the firm’s 
income- 

(2) A firm whose accounting year is the calendar year had 
three partners A, B and C at the beginning of I960, sharing profits 
in the proportions of 3, 5 and 3 respectively. C went out of the 
partnership on 1st September 1960 and was replaced by D who had 
previously been an employee, and the subsequent profits were 
divided in the proportions of 8, 6 and 2 respectively. 

The firm’s accounts for the whole or 1960 show a net income 
of Rs- 24,000, after deducting among other items 

Rs. 3,000 paid as interest to A ; 

Rs- 1,800 paid as interest and Rs- 3,600 as rent for business 
premises to B ; 

Rs- 1,600 paid as salary to C at the rate of Rs- 200 per 
month ; and 

Rs. 1,800 paid as salary to D at rate of Rs. 150 per 
month- 

Calculate the total income of the firm and the share of income 
of each partner- 


8,000 

8000 


Rs. 

Net income shown 24,000 

Add Interest to partner A 3,000 

Interest to partner B 1,800 

Salary to partner C 1,600 

Salary to partner D for the period when he 
was a partner (September to December 
1960 ) 600 

Total income of the firm 31,000 


The allocation of the firm’s total income between the partners 
is as follows J— 

Assuming that the profits of the firm accrued evenly through¬ 
out the whole year, the profits for the period upto 31-8-1960 and 
from 1-9-1960 are Rs. 16,000 and Rs- 8,000 respectively. The 
profits, of the first period will be divided among A, B and C and the 
profits for the second period among A, B and D. 
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A 

B 

c 

D 


Rs. 

Rs- 

Rs. 

Rs- 

Interest 

3,000 

1,800 

— 

— 

Salary 

Balance of income for the 



1,600 

600 

first period (8-5:3) 
Balance of income for the 

8,000 

5,000 

3,000 


second period (8:6: 2) 

• 4,000 

3,000 

— 

1,000 


15,000 

0,800 

4,000 

1,600 


Note. Rent (Rs. 3,600) paid to B and salary (Rs- 1,200) paid 
to D for the first 8 months of the year when he was not partner are 
not to be added to the firm's total income- These items will be 
considered separately in the assessments of B and D. 

(3) ABC & Co. carry on business as wholesale cloth mer¬ 
chants- For the previous year ending 31st December i960 the 
business made a net profit of Rs. 29,000, after charging the follow¬ 
ing items :— 

(a) Rs. 51,000 interest on the combined capital of the 

concern. 

(b) Rs. 10,000 salary at Rs-5,000 per annum to A and B who 

actually conducted the business. 

(c) Rs. 18,000 pugree (or illegal premium^ paid for acquiring 

three years’ tenancy of a godown for business purposes 
at the controlled rent. If the parties were allowed full 
freedom of contract, the premium would have been paid 
out as additional fair rent over the entire period of 
three years. 

(d) Rs- 5,000 life insurance premia on the life policies of A 

and B, whose services were vital to business. The 
policy amount on maturity is to belong to the business- 

(e) Rs. 4,000 rent of premises, one-cighth portion of which is 

occupied by A for purposes of his residence. 

The assessee also made a black market income of Rs. 30,000, 
which had been kept outside the books and part of which had been 
utilised during the previous year itself as under :— 

(a) Rs. 8,000 towards payment of extra purchase price for 

securing supplies oi fancy cloth from the mills- 

(b) Rs. 6,000 contribution made in March 1960 to a recognised 

charity. 

(c) Rs. 12,000 spent in the marriage of A’s son over and above 

the amount recorded in his personal account. 
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The assessee realised its civic responsibility and disclosed the 
above secret suo motu to the Income-tax Officer. 

Compute the total income for the assessment year 1961-62 for 
all the assessable persons, if 

(i) ABC & Co. was a Hindu undivided family of A, B and C 
and if each of them had separate individual income of Rs. 10,000 
per annum net under section 9 ; and 

(is) ABC & Co. was a registered firm of three equal partners 
A, B and C with individual incomes as above. 


(i) When ABC & Co., is a Hindu undivided family ; 


Family A B C 

Rs/ Rs. Rs. Rs. 

Net profit of business ••• 29,000 

Add Interest on Capital 51,000 

Excess pugree ... 12,000 

Life insurance premia 5,000 

Black Market income 30,000 
Less Premium paid 
for pui chases 

of cloth 8,000 22,000 


Income from property 

Total income 


10,000 

1,19,000 10,000 


10,000 10,000 

10,000 10,000 


The family is entitled to a rebate of income-tax and super-tax 
on Rs- 6,000 donation to charity at the average rate of income-tax 
and super-tax on total income. 

The family is also entitled to a rebate of income-tax on life 
insurance premia of Rs. 5,000 at the average rate- 

Normally it is difficult to prove that a pugree has been paid, 
as the recipient would not admit it. In the illustration, however, 
the fact of payment has been presumed, and therefore it would be 
fair to spread the amount of Rs- 18,000 over three years allowing 
Rs- 6,000 each year- 

As the concealed income has been disclosed by the assessee in 
the return of income itself, i- e., before the Income-Tax Officer has 
got any hint or idea about it, the question of penalty does not arise- 

When the whole of black market income is included in the 
assessment, the extra Rs. 8,000 paid for the purchases of cloth will 
be allowed as a deduction on the assumption that all those purr 
chases have been sold away during the year- 

26 
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It has been held that reasonable salaries paid for work done: 
by the members of a joint Hindu family in the conduct of its 
business are an admissible deduction in computing the taxable 
profits of the family business- 

In the case of a Hindu undivided family business* life insu¬ 
rance premia paid cannot be allowed as business expenditure. 

As A occupies only one-eighth portion of the premises for his 
residence, the portion so occupied is not substantial- Therefore, 
the whole of the rent of Rs- 4,000 is allowed as a deduction. 


(ii) When ABC & Co. is a registered firm 






Rs. 


Net Profit of basiness 



29,000' 


Add Interest on capital 


... 

51,000 


Partners* salaries 



10,000 


Excess pugree 



12,000 


Black market income 


... 

22,000 


Firm's total income 


1,24,000 

Statement of partners* total income : 






A 

B 

C 



Rs. 

Rs. 

Rs- 

1 . 

Share of firm's income - 





Interest on capital (assumed 





to be equal) 

17,000 

17,000 

17,000' 


Salary 

5,000 

5,000 

— 


Balance of income 

21,000 ' 

21,000 

21,000 



43,000 

43,000 

38,000 

2. 

Income from property 

10,000 

10,000 

10,000 


Total income 

53,000 

53.000 

48,000 


Each partner is entitled to a rebate of income-tax and super** 
tax on Rs. 2,000 being share of contribution to a charity. 

Rs. 5,000 paid as life insurance premia for insuring the lives 
of A and B, whose services are vital to the business, is an admissible 
business deduction, but the policy moneys when received will be 
treated as taxable profits of the business. 

(4) Indicate briefly the procedure for assessing the income of : 

(a) A Hindu undivided family whose karta claims at the time 
of assesment that the family had disrupted and its properties had 
been partitioned among the members : 

(b) A firm which is known to have discontinued its business 
and has been dissolved ; and 
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(c) An irf&ividual who is known to have died leaving a large 
estate. 

(a) The Income-Tax Officer should serve on all the members 
of the family notices of inquiry regarding the alleged partition. If 
after making the necessary inquiries he is satisfied that a partition 
has taken place he should make an order to that effect. He should 
then make an assessment of the income received on behalf of 
the joint family as if no partition had taken place and compute the 
tax thereon. The tax should then be apportioned between the 
various members. Notices under section 22(2) or section 34 should 
then be issued to the various members in regard to their individual 
income. In completing their individual assessments the proportionate 
share of the tax determined in the case of the family should be added 
to the tax due on the individual income of each member, and a 
demand notice issued for the total tax so computed. 

(b) If the business carried on by a firm is discontinued, the 
Income-Tax Officer shall make an assessment of the total income 
of the firm as if no discontinuance had taken place ; and if there 
was any default on the part of the firm, a penalty can also be im¬ 
posed upon it. 

Every person who was at the time of discontinuance a partner 
of the firm is jointly and severally liable for the amount of tax and 
penalty payable by the firm. 

(c) If the deceased died before the publication of the notice 
under section 22(1) or the issue of a notice under section 22(2) or 
section 34(1), as the case may be, the Income-Tax Officer should 
issue a notice under section 22(2) or section 34(1) (as required) to, 
and proceed to make the assessment on, the executor, administrator 
or other legal representative of the deceased. If the deceased had 
died without furnishing a return or died having furnished a return 
which is incorrect or incomplete, the Income-Tax Officer should, 
by serving the appropriate notice, get from the executor, adminis¬ 
trator or other legal representative of the deceased any documents, 
accounts or other evidence which might have been required from 
the deceased under the provisions of section 22(4) and section 23(2) 
and then complete the assessment, which will be made on the income 
of the deceased up to the date of his death. The income that accrues 
after death no longer belongs to the deceased but it belongs to his 
successors. Therefore the assessment in respect ot the income 
accruing after death will be made on the persons who are entitled 
to it. 


Other Associations Of Person* 

The word ‘association’ has no technical meaning. It simply 
means a group. An association of persons (not being a company, 
firm, Hindu undivided family or a local authority) may be an- 
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association of individuals, firms, Hindu undivided families or 
companies. An association may include minors as well. 

The word ‘associate’ means ‘to join in common purpose or 
to join in an action’. Therefore an ‘association of persons’, as 
used for income-tax purposes, means an association in which two 
or more persons join in a common purpose or common action, and 
the association must be one the object of which is to produce 
income, profits or gains. 

An association of two or more persons for acquisition of 
property which is to be managed for the purpose of producing 
income falls within the words “other association of persons'’. Co¬ 
heirs and co-legatees joining together in a common purpose would 
be chargeable as an association of persons. Thus, if the sons of a 
deceased Musalman retain joint management of the deceased’s 
property, receive rents jointly and credit them jointly in the books, 
it is an association of persons. 

Before any group of persons can be called an “association of 
persons’’ it must be established on facts that they are in the nature 
of partners, i. e., the established facts of the case must at least lead 
to an inference that the members of the group, of their volition or 
free will, have joined in a venture with a view to earning profits 
(30 I. T. R. 61). 

In order to assess certain persons in the status of an associa¬ 
tion of persons, there must be some evidence of joint venture or 
there must be something to show that income was the result of 
some joint effort or a joint business (30 I. T. R. 36). 

In the case of income which is received by joint owners of an 
asset, the question whether they should be assessed as separate 
individuals in respect of their respective shares in the income or as 
an association of persons in respect of the entire income depends 
on whether these persons have earned the income by reason of 
their association or have done any joint act in respect of the property 
which has resulted in, or helped to produce, the income. The mere 
fact that they have received the income jointly is not sufficient to 
make them liable to be assessed as an association of persons 
(30 I. T. R. 320). 

Section 9 ( 3 ) enacts that where two or more persons own 
jointly some house property in definite and ascertained shares, they 
cannot be charged as an association of persons in respect of the 
income of such property. But this section applies only to house 
property and not to any other source of income. Moreover, if 
persons jointly owning some house property do not possess any 
definite shares in its income, section 9f3) would not apply to them. 
Therefore in respect of investments or other sources of income owned 
in common by two or more persons and also in respect of house 
property owned jointly in undefined shares, the co-owners are to 
be assessed as an association of persons. 
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An association of persons is assessed to income-tax and 
super-tax exactly in the same manner as an individual. Each 
member’s share of income from the association is dealt with in his 
own assessment as if it were a share of profits from an unregistered 
firm. 

In the matter of earned income relief, an association of persons 
stands on the same footing as an unregistered firm. 

Illustrations 

(1) The three co-widows of a Hindu governed by the 
Mitakshara law inherited his estate which consisted of immovable 
properties, shares, moneys lying in deposit, and a share in a regis¬ 
tered firm. They had not exercised tlidr right to separate enjoy¬ 
ment and that, except for receiving the dividend from the shares and 
the interest from the deposits jointly, they had done no act which 
had helped to produce the income. Can they be assessed in the 
status of an association of persons ? 

It was held by the Supreme Court that they could not be 
assessed as an association of persons. The co-widows succeeded as 
co-heirs to the estate of their deceased husband and took as joint 
tenants with rights of survivorship and equal beneficial enjoy¬ 
ment ; they were entitled as between themselves to an equal share 
ot the income. Though they took as joint tenants, no one of them 
had a right to enforce an absolute partition of the estate against the 
other so as to destroy their right of survivorship. But they were 
entitled to obtain a partition of separate portions of the property 
so that each might enjoy her equal share of the income accruing 
therefrom. 

Section 9 [3) applied in regard to the income from the immov¬ 
able property, since they had an equal share in the income. 

As the three widows had not combined in a joint enterprise to 
produce income and as they had done no act which had helped to 
produce the income, it could not be held that they had the status of 
an association of persons (39 I. T. R. 546). 

(2) In the assessment of an association of persons consisting of 
three members, the Income-Tax Officer disallowed payments of 
salary to two of the members and of interest to one member. In 
appeal the Appellate Assistant Commissioner allowed these 
payments. Is the decision of Appellate Assistant Commissioner 
correct ? Give reasons. Supposing it is incorrect, what further 
action can the Income-Tax Officer take ? 

The payment of salary and interest to the members of an 
association ot persons must have been allowed by the Appellate 
Assistant Commissioner on the ground that the Income-Tax Act 
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contains no provision for their disallowance, as it does in the case 
of such payments by a firm to its partners. 

For income-tax purposes a firm is regarded as an entity distinct 
from its members ; and it is for this reason that any salary or 
interest paid by its partners is expressly disallowed- 

An association of persons is not a person either corporeal or 
juristic. It has no existence apart from its members. The payment 
of salary and interest to its members is merely a payment by the 
members to themselves, and is therefore an inadmissible deduction. 

It is thus clear that the decision of the Appellate Assistant 
Commissioner allowing deduction of salary to two of the members 
and of interest to one member by an association of persons is 
incorrect. 

The Income-Tax Officer can, after obtaining the necessary 
direction from the Commissioner, file an appeal to the Appellate 
Tribunal against the order of the Appellate Assistant Commissioner- 



CHAPTER 25 


ASSESSMENT OF COMPANIES 


The definition of the term company under the Income-Tax 
Act is wider than that in the Companies Act, 1956. According to 
section 2 (5A) of the Income-Tax Act, a company means 

(i) any Indian company, or 

(n) any association, whether incorporated or not and whether 
Indian or non-Indian, which was assessed or was 
assessable as a company for the assessment year 1947-48 
or which is declared by the Central Board of Revenue 
to be a company for income-tax purposes. 

The term “Indian company” means a company as defined in 
the Companies Act, 1956, ora company formed and registered 
under a law in force in any of the merged or former Part B States, 
the registered office of which is situated in India. 

The company which has gone into liquidation is nevertheless 
a company within the meaning of the definition, and the liquidator 
of the company would be its principal officer. 

Residence of Company. According to section 4A, a company 
is resident in India in any year (a) if it is an Indian company, or 
^b) if ihe control and management of its affairs is situated wholly 
in India in that year. 

A company is ordinarily resident in India if it is resident there. 

Profit or Loss Prior to Incorporation. Under sections 9 and 10 
of the Indian Income-Tax Act, 1922, it is not only the legal owner¬ 
ship that has to be looked to, but the courts can also go into the 
question of beneficial ownership and decide who should be held 
liable for the tax after taking into account the question as to who 
is, as a matter of fact, in receipt of the income which was going to be 
taxed. For this reason the profit earned by a company before its 
incorporation is assessable, though it is a capital profit. 

Assessment. The assessment proceedings in the case of a 
-company, as in the case of other assessees commence with the filing 
by the principal officer of the company of a return of total income 
of the company. It is the duty of the principal officer of a company 
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to file such a return of income even though it may be a company ire 
liquidation. 

A one-man company is a distinct legal entity assessable as any 
other company. But if a person, who holds the beneficial interest 
in all or almost all the shares in a company, makes such arrange¬ 
ment between himself and the company that the company acts 
merely as an agent for the purpose of carrying on his own business, 
then for income-tax purposes the business will be regarded as his 
business and not that of the company, and he himself would bo 
assessable on the profits of the business. Whether the company is 
a sham or a mere cloak for the person whose business the company 
carries on as his agent or nominee is a question of fact depending 
upon the special circumstances of each case. The burden of proving 
that the company is sham or a mere agent or benamidar for another 
lies on the income-tax department. 

A company is chargeable to tax, at the rates of income-tax 
and super-tax applicable to it, on its profits (whatever their amount 
may be) as a separate entity, and it pays the lax in discharge of its 
own liability and not on behalf of its shareholders. 

A shareholder is himself liable to tax on the dividend received 
by him. He has to pay both income-tax and super-tax on the 
dividend except in certain cases mentioned in a previous chapter 
dealing with income exempt from tax. 

Dividends paid out of taxed past profits. Under section 49BB, 
a tax credit is given to an Indian company which distributes divi¬ 
dends in respect of a previous year relevant to the assessment year 
1960-61 and onwards out of profits already taxed in the assessment 
year 1959-60 and earlier years. The amount of tax credit for this 
purpose is a sum equal to 10 per cent of the dividends distributed 
out of past taxed profits. This credit is to be given against the 
company’s tax liability for the previous year in which the dividend 
is paid. 

For this purpose, the dividends declared by a company in 
respect of any previous year shall be deemed first to have come out 
of the distributable income of that previous year and the balance 
(if any) out of the taxed undistributed profits of any previous years 
immediately preceding that previous year, which have not likewise 
been taken into account for covering such balance of any other 
previous year. 

In this connection, the expression “distributable income” shall 
mean the total income as reduced by 

(a) the amount of income-tax and super-tax payable by the 
company in respect of the said total income, 

(by the amount of any other taxes levied on the company in 
excess of amount allowed in computing the total 
income. 
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(c) tbe amount of any charitable donation paid by the com¬ 
pany to the extent to which it is exempt from tax under 
section 15B, and 

(i d ) in the case of a banking company, the amount actually 
transferred to the statutory reserve fund, and 
as increased by 

(а) any profits of the company not included in its total income, 

and 

(б) any amount attributable to any allowance made in com¬ 

puting the taxable profits of the company which the 
company Las not taken into account in its profits and 
loss account. 

Special Features of Company Taxation. The following are the 
salient features of the assessment of companies :— 

(1) A company is liable to income-tax as well as super-tax, 
however small its total income may be. It has to pay both income- 
tax and super-tax at the prescribed flat rates on the whole of its 
total income. 

(2) The Income-Tax Officer is empowered to disallow any 
expenditure in the nature of remuneration, benefit or amenities to 
the directors or persons having substantial shareholdings in a 
company in which the public is not substantially interested. If he 
thinks that the expenditure is excessive or unreasonable having 
regard to the legitimate business needs of the company and the 
benefit derived therefrom. This discretionary power of the Income- 
Tax Officer also extends to depreciation allowance claimed by the 
company in respect of assets used by the said person, 

(3) In the case of companies, the amount allowable on account 
of entertainment expenses is restricted to certain specified limits (as 
stated in the chapter dealing with business profits). In effect, no 
company will be allowed a deduction of an amount exceeding Rs. 
I,00,00U on this account. 

(4) The following provisions have been made for the purpose 
of preventing the avoidance of super-tax by shareholders : 

(a) The definition of dividend has been widened so as to 

include all kinds of distribution made to shareholders 
by a company. 

(b) Dividends paid outside India out of profits subject to 

income-tax in India are deemed to arise in India, and 
are therefore liable to super-tax whether the shareholder 
is resident or not. 

(c) A company may attempt to avoid the operation of the 

definition of dividend by ■ not making any distribution 
whatever. But its efforts in this direction ate frustrated 
by section 23A. The provisions of section 23A are 
explained in detail later in this chapter. 
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(5) Bonus shares issued by a company are subjected to special 

super-tax. 

(6) In the case of non-company assessees, capital gains are 
not liable to tax if the amount of capital gains does not exceed 
Rs. 5,000 or the total income of the assessee does not exceed 
Rs. 10,000. But in the case of a company, capital gains are liable 
to income-tax and super-tax, whatever their amount may be. 

(71 Ordinarily a company has to pay both income-tax and 
corporation tax on the whole of its total income, including any 
dividends received by it from other companies in which it may hold 
shares. But in order to encourage companies to invest their surplus 
funds in other Indian companies, section 56A exempts from super¬ 
tax the dividend received by a company from an Indian company 
which satisfies the conditions laid down in that section. 

Set off of Losses. If a company carries on two or more sepa¬ 
rate businesees it would be entitled to adjust its losses under sectiou 
10. For the purposes of an adjustment it is not essential that the 
business should be carried on at one and the same place or within 
the jurisdetion of the same Income-Tax Officer. Where a company 
is resident in India it will be allowed to set off its foreign business 
loss against its Indian business income. Different businesses do 
not constitute different heads of income under the law. All 
businesses wherever carried on constitute one head to determine 
what are the profits of business under section 10. Therefore an 
assessee is entitled to show all his profits and set off against those 
profits losses incurred by him in the same head. 

Obligations of Companies. All the obligations of a company 
under the income-tax law are to be performed by its principal officer 
who may be its secretary, manager, managing agent or any person 
connected with it, on whom the Income-Tax Officer has served a 
notice of his intention to treat him as the principal officer thereof. 
The principal obligations of a company are : 

(1) Under section 18(9), where tax has been deducted from 
interest on securities, payments to non-residents and dividends, to 
furnish to the person from whose income the tax is deducted a 
certificate to the effect that income-tax or super-tax has been 
deducted and specifying the amount so deducted, the rate at which 
the tax has been deducted, and such other particulars as may be 
prescribed. 

(2) Under section 19A, to furnish to the Income-Tax Officer 
on or before 15th June each year a return containing the names and 
addresses of shareholders of the company to whom dividends have 
been distributed during the previous year and the amounts of divi¬ 
dends distributed. 

(3) Under section 20A, to furnishTo the Income-Tax Officer 
<on or before 15th June each year a return containing the names and 
.addresses of persons to whom interest (amounting to not less than 
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Us. 400) has been paid during the previous year together with the 
-amount paid to each. 

(4) Under section 21,to furnish to the Income-Tax Officer, 
within 30 days from 31st March in each year, a return showing the 
names and addresses of all persons who have received during the 
year ended 31st March from the company a prescribed amount as 
salary and the tax deducted therefrom. 

(5) Under section 22, to file with the Income-Tax Officer a 
return of total income of the company. 

Computation of Tax. The method of computing the income- 
tax and super tax payable by a company is illustrated in the chapter 
'dealing with computation of tax. 


Examination of Accounts 

In order to ascertain that the profits shov\n in the accounts of 
a company are correct for income-tax purposes, the following points 
should be looked into;— 

General The fiist point to note is whether the company is 
(i) one in which the public is substantially interested or (ii) a private 
company or a public company which is under the control of one or 
two small groups of persons. In companies falling under (ii) the 
chances of tax evasion are much greater and the checking has to be 
more careful and strict. 

Purchases. It must be seen whether quantitative particulars 
are available and how far prices are supported by genuine vouchers. 
In the case of unvouched purchases or purchases vouched only by 
the company’s employees, it is better to check the rates with rates 
of genuine vouched purchases and call for explanation of any 
marked discrepancy. In the case of closely controlled companies, 
it is necessary to see whether there are large purchases from relatives 
of the persons in control. If so, the genuineness of these purchases 
and the quantities and rates should be carefully checked. 

Sales. Sales should be similarly checked with proper vouchers 
and quantitative particulars. Sales to relatives of the persons in 
control should be carefully scrutinised. 

Bye-products . It should be ascertained whether all useful 
bye-products recovered in the process of manufacture are accounted 
for either as sales or closing stock. Quantitative particulars should 
be checked and percentage with reference to raw materials compared 
with figures for one or two preceding years and in similar cases. 

Opening and Closing Stocks . These should be verified for 
quantitative particulars and also to see that a uniform method of 
valuation is being followed correctly from year to year. In calcu¬ 
lating the cost of manufactured goods, see that all elements of cost 
have been included. 
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Stores Consumed. The quantity and prices should be verified,, 
and the quantity of different kinds of stores should be checked up by 
reference to preceding years’ figures and to other cases. 

Fuel and Power. The reasonableness of cost and quantity 
should be checked up by reference to previous years’ figures and 
similar cases. 

Manufacturing Wages. These should be checked to see 
whether proper time and piece-work records are maintained, and by 
reference to pievious years’ figures and similar cases. 

Rate of Outturn. This is a most important check in the case 
of a manufacturing concern. At each important stage of manu¬ 
facture, percentage of individual products and of wastage (or excess) 
to raw materials should be worked out, and checked up by reference 
to one or two previous years’ figures and similar cases. For 
example, in a cotton mill, the outturn in (a) ginning and pressing, 
(b) spinning and (c) weaving should be taken, and sometimes it may 
be necessary to divide these stages into sub-stages. Full explanation 
should be called for any shortfall in the percentage of maia 
products. 


Section 23A Companies 

Not only in India, but in many other countries in the world, 
companies which are controlled by a few persons are required to 
distribute a minimum amount of their profits as dividends. The 
reason for this is that in many cases these companies are run by 

rich persons, and if they actually received dividends in their hands 
they would have to pay larger amounts of tax on those dividends. 
Therefore they generally try to keep the bulk of profits with the 
company undistributed, so that their personal tax liability may not 
increase. 

It is the object of section 23A to prevent this unjustifiable 
advantage to persons who have a controlling interest in companies. 
The provisions of this section are as follows:— 

(1) This section does not apply to a company in which the 

public are substantially interested or to a company which is 100 per 
cent subsidiary of such a company. It applies to all other companies 
which are known as ‘‘section 23A companies.” 

A company in which the puplic are substantially interested is 
one which satisfies either of the following two conditions, namely: 

(i) That it is a company owned by Government or in which 
at least 40% shares are held by Government. 

(ii) That it is not a private company within the meaning of 

the Companies Act and it also fulfils all the three requirements 

noted below:— 

(a) That its ordinary shares carrying not less than 50% voting 
power (or 40% in the case of an Indian industrial 
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company, i. e., company engaged in the manufacture of 
gouds or in mining or in the generation or distribution 
of electricity or any other form of power) are held by 
Government, a statutory corporation or the public not 
including a section 23A company. 

(b) That the said shares were at any time during the previous 

year dealt in on a recognised stock exchange in India 
or were freely transfer lble. 

(c) That the affairs of the company or the shares carrying 

more than 50% voting power (or 60% in the case of an 
Indian industrial company) were not at any time during 
the previous year controlled or held by less than six 
persons. In computing the number of six persons the 
Government, a statutory corporation or a genuine 
public company shall not be taken into account, but a 
shareholder and his relatives and nominees will count 
as a single member. Thus, if more than 50% of the 
shares of a public company are held by less than six 
public companies, it will escape the operation of 
section 23A. 

(2) Where the Income-Tax Officer is satisfied that the profits 
distributed as dividends by a section 23A company, within twelve 
months after the end of the previous year, are less than the statutory 
percentage of its distributable income (as explained later on), he 
shall make an order in writing that the company shall, in addition 
to the usual income-tax and super-tax payable under section 3, be 
liable to pay a penal super-tax at the rate of 50% in the case of an 
investment company and at the rate of 37% in the case of any other 
company on the undistributed balance of the distributable profits 
(i. e., the distributable profits minus the dividends actually distri¬ 
buted). 

However, in the following circumstances the Income-Tax 
Officer will not make the above order :— 

a) Where, owdng to losses incurred by the company in the 
past or owing to the smallness of the profit made, the 
payment of a dividend or a larger dividend would be 
unreasonable. 

(b) Where the payment of a dividend or a larger dividend 

would only result in a loss to revenue, e. g., in a case 
in which most of the shares are held by charitable 
institutions which are exempt from tax. 

(c) Where at least 75% of the share capital of the company is 

throughout the previous year beneficially held by an 
institution or fund established in India for a charitable 
purpose the income whereof is exempt under section 
4(3)(i). 
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In considering the smallness of the profits made by the com¬ 
pany the profits that the Income-Tax Officer has to consider are not 
the total income of the company but the actual profits from a 
commercial point of view. Whatever might be the total income of 
the company, he has to consider whether the actual profits are such 
as would be reasonable to suppose that the company could have 
declared a dividend or a higher dividend. Thus, where the total 
income of a company, to which section 23A applies, includes any 
notional income, as that under section 42(2), the Income-Tax 
Officer should not take into consideration the notional income when 
considering the smallness of the profit (35 LT.R. 183). 

No such order can be made by the Income-Tax Officer, unless 
he has obtained the prior approval of the Inspecting Assistant Com¬ 
missioner, and the latter will not give his approval until he has 
given the company a hearing. 

The Income-Tax Officer can invoke the provisions of section 
23A only after the expiry of 12 months from the end of the relevant 
previous year of the company. 

(3) The minimum statutory percentage of distributable income 
which should be distributed, in order to escape the penal super-tax r 
is as follows :— 

(i) In the case of an investment company ... 90% 

(ii) In the case of an Indian industrial company ... 50% 

(iii) In the case of an Indian company which derives 

profits from both industrial and non-industrial 

activities : 

(a) of industrial profits ... 50%, 

(b) of other profits : 

If it is a company which satisfies the condi¬ 
tions specified in (iv) (a) below ... 90% 

In any other case ... 65% 

(ir) In the case of any other company : 

(a) where the accumulated profits and reserves 

(including capitalised reserves) exceed the 
share capital (excluding capitalised profits) 
plus any loan capital belonging to the 
shareholders or the cost of fixed assets, 
whichever of these is greater ... 90%, 

(b) where (a) does not apply ... 65% 

( 4 ) The quantum of distributable income of a company is 
computed by deducting from its total income the following amounts : 

(ft) The amount of income-tax and super-tax payable but 
excluding any penal super-tax under section 26A. 

( b ) The amount of any tax levied by Government or a local 
authority in excess of the amount allowed in computing 
the total income. 
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(c) The amount actually transferred by a banking company 
to a statutory reserve fund. 

(5) All section 23A companies are given an opportunity to 
make a supplementary distribution of the amount in deficit within a 
period of three months from the date of a notice given by the Income* 
Tax Officer in this regard, if the short distribution is not more than 
10% in the case of an investment company and not more than 5% 
in the case of any other company. 

It may sometimes happen that a company has distributed the 
minimum required according to its own computation of the total 
income, but this amounts falls short of the minimum arrived at on 
the basis of the assessment made under section 23(3) In such a 
case, the company will be given an opportunity to make a supple¬ 
mentary distribution, provided the computation of the distributable 
income by the company was bona fide. The opportunity will not 
be given if the deficiency is caused by any of the following factors : 

(a) Improper maintenance of accounts by reason of which 

the income has to be estimated under the proviso to 
section 13. 

(b) Failure to comply with notices under section 22(4) or 

section 23(^), resulting in assessment under section 
23(4). 

(i e ) Omission by the company to disclose its total income 
truly and fully. 

Illustrations 

(l) What incentive is available to a foreign company seeking 
to establish a new industrial undertaking in India through a 
subsidiary ? 


The following tax concessions are available to a foreign 
company seeking to establish a new industrial undertaking in 
India through a subsidiary, if the new industrial undertaking is 
not formed by the splitting up or the reconstruction of business 
already in existence or by the transfer to a new business of build¬ 
ing, machinery or plant used in a business which was being carried 
on before 1st April 1948 » 

(a) The profits of the subsidiary company upto 6 per cent per 
annum of the capital employed in the new industrial undertaking 
will be exempt from income-tax and super-tax in the hands of the 
subsidiary company. This concession is available for five assessment 
years immediately following the year in which the undertaking 
begins to manufacture articles. The law as it stands at present 
provides this concession to undertakings which begin to manufac¬ 
ture before 1st April 1966. 
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(b) Dividends paid out of the profits which are exempted in 
the hands of the subsidiary company as mentioned in (a) above, 
will also be exempt from income-tax and super-tax in the hands of 
the holding company. 

(c) If the subsidiary company is wholly or mainly engaged in 
any of the specified basic industries, the dividends received from the 
subsidiary company will be exempt from corporation tax in the 
hands of the holding company. As the law stands at present there 
is no time-limit for this concession. 

(d) A holding company is required to pay super-tax on the 
dividends it receives from an Indian subsidiary company formed 
before 1 - 4-1961 only at the rate of 10 per cent, while it is required 
to pay super-tax at a much higher rate on its other income. 

(2) (a) Define a ‘Company’. 

(b) What would be the status for income~tax purposes in 
each of the following cases •— 

(i) X Ltd. is a sterling company incorporated under the laws 

of the United Kingdom. It has a subsidiary Indian 
company at Madras, 95 per cent of whose shares were 
owned by the parent company. The Indian subsidiary 
company carried on business in India during the 
financial years 1940-41 to 1947 - 48 . The subsidiary 
company declared dividends in India out of its profits 
for the years 1944 - 45 , 1945-46 and 1946-47 on 
15 - 6 - 1945 , 15 - 6-1946 and 30 - 6-1947 respectively. In 
1947-48 it suffered a loss- After 1947-48 it was closed 
down. Under the old section 2(6) of the Income-Tax 
Act, which was operative up to and including the 
assessment year 1947 - 48 , a company formed in 
pursuance of an Act of British Parliament or Royal 
Charter or Letters Patent was regarded as a company 
for income-tax purposes. 

(ii) M & Co. is a company incorporated under the law of the 

erstwhile Mysore State. Its registered office is situated 
at Pondicherry and it has a branch at Mysore. 


(a) The definition of the term ‘company’ under the Income- 
Tax Act is wider than that in the Companies Act. According to 
Section 2 (5A) of the Income-Tax Act, a company means 

(i) an Indian company, or 

(ii) any association, whether incorporated or not and whether 

Indian or non-Indian, which was assessed or was assess? 
able as a company for the assessment year 1947-48, or 
which is declared by the Central Board of Revenue to be 
a company for income-tax purposes. 
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The term 'Indian Company’ means a company as defined in the 
Companies Act, 1956, or a company formed and registered nnder a 
law in force in any of the merged or former Part B States, the 
registered office of which is situated in India. 

(b) X Ltd. was assessable as a company for the assessment 
year 1947-48 because it received dividend from its Indian subsidiary, 
which was declared in India on 15-6-1946, the dividend being the 
income of the previous year in which it is declared- Moreover, it 
was a company formed in pursuance of an Act of the British 
Parliament- Therefore, according to the definition of the term 
company as given above, X Ltd- is a company for income-tax 
purposes in India- 

According to the definition of the term 'Indian Company’ as 
given above, M & Co. is an Indian company, because its registered 
office is situated in Pondicherry which is now part of India- 


(3) The following 

is the Profit fit Loss Account 

of a coal 

company for the year ended 31st December 1960 :— 



Rs. 

Rs. 

Opening Stock 

4,00,000 Sales of Coil 

20,00,000 

Coal raising 

8,00,000 Closing Stock 

5,00,000 

Salaries and Wages 

80,000 


Royalty on output 

2,00,000 


General Charges 

50,000 


Legal Charges 

10,000 


Brokerage 

11,000 


Audit Fee 

1,000 


Water Board Cess on 



Coal despatched 

500 


Road Cess based on Profits 300 


Workmen’s Compensation 


Insurance Premium 

200 


Balance c/d 

9,47,000 



25,00,000 

25,00,000 

Managing Agents’ 

Balance b/d 

9,47,000 

Commission 

47,350 Interest on securities 


Directors’ Fees 

19,000 (gross) 

6,500 

Loss on sale of invest¬ 

Transfer Fees 

900 

ments 

14,350 


Loss suffered in Hyderabad 


from a colliery there 

46,000 


Depreciation 

1,00,000 


Provision for Taxation 

2,90,000 


Dividend Reserve 

2,00,000 


Balance tu B/S 

2,37,700 



9,54,400 

9.5000 


27 
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’i Having regard to the following information compute the 
company’s total income for the assessment year 1961-62 ■ — 

(a) According to the company’s practice both the opening and 
closing stocks have been valued at 20% below cost* 

(b) General charges include ( i) Rs* 25,000 being the cost 
of a pucca protective embankment against flood and (ii) Rs. 1,000 
expenditure on scientific research for improving the quality of 
coke. 

(c) Legal charges represent the cost of defending a suit 
regarding the company’s title to the mining rights in the collieries 
worked by it- 

(d) Salaries and wages include ( i ) Rs. 1,000 contiibution to 
an approved superannuation fund, and ( ii ) a pension of Rs- 3,000 
paid out of the said fund to a retired manager. 

(e) Brokerage includes Rs. 5,000 for selling shares of the 
company. 

(/) Directors’ tecs include Rs. 18,000 paid to a director for 
a trip to the U- K- to study up-to-date mining methods. 

(g) Rs- 40,000 recovered from bad debts (already allowed in 
the 1958-59 assessment^ was transferred to Labour Welfare Fund- 

(h) The depreciation allowance in respect of all assets (except 
a new addition of Rs- 2,00,000 to machinery in June 1960) is 
Rs- 75,000- For the new addition the rate of depreciation is 10%. 

Rs- Rs. 

2,37,700 


25,000 

3,000 
5,000 
300 

14,350 
1 , 00,000 
2,90,000 

2,00,000 6,37,650 

8,75,350 

Less Depreciation allowance : 

On old assets 75,000 

Development rebate on new machinery 50,000 

Normal depreciation on new machinery 
for 6 months 10,000 1,35,000 


Profit as per Profit & Loss Account 
Add Expenditure disallowed : 

Cost of embankment being capital 
expenditure 

Pension paid, out of superannuation 
fund 

Brokerage being capital expenditure 
, jRoad cess based on profits 

Loss on sale of investments being 
i i if 1 1 capital loss 

Depreciation charged 
i Provision lor Taxation 

i' Dividend Reseive 


7,4U,350 
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Add Bad debts recovered not shown in the 

Profit & Loss Account 40,000 

7,80,350 

Less Interest on securities considered separately 6,500 

Taxable Profits 7,73,850 

1. Interest on securities (gross) 6,500 

2- Business profits 7,73,850 

Total income 7,80,350 

Notes •— 


1. Section 13 requires that stojk should be valued on a 
uniform basis, whatever the basis once adopted miy be- 

2. Legal charges incurred in defending the company’s title 
to its mining rights is revenue expenditure, as being cost of main¬ 
tenance of its capital assets- 

3. Rs. 18,000 paid to a dirictoi for a trip to the U. K. to 
study up-to-date mining methods is expenditure wholly and 
exclusively incurred for purposes of business, as the visit would 
improve the company’s minutacturing activities and increase its 
profits. 


(4) From the following information relating to a company, 
ascertain its total income foi the assessment year 1960-61 :— 


Profit and Loss Account for the year ended 30th June 1959- 


Fs. 

Openilig Stock of Sugar 52,400 
Cane purchased 4,69,200 

Manufacturing Expenses 2,56,300 
Salaries and Wages 25,200 

Stores consumed 46,600 

General Charges 8,500 

Commission and Brokerage 36,400 
Interest on Loan 9,000 

Directors' Fee 5,500 

Auditors' Fees 700 

Sales Tax 4*300 

Bad Debts and Provision 
for Bad Debts 29,600 

Depreciation 64,800 

Balance c/d 1,26,000 


Sale of Sugar and 
Molasses 
Closing stock of 
Sugar 


Rs .* 
10,58,400 
76,100 


11,34,500 


11,34,500 
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Managing Agents' 


Commission 

12,600 

General Reserve 

75,000 

Provision for Dividend 

30,000 

Carry-forward 

16,600 


1,34,200 


Balance b/t from 


last year 

8,200 

Balance b/d 

1,26,000 


1,34,200 


( d) Rs- 10,000 on account of a liability foregone by a creditor 
to whom the sum was due by way of commission charged by the 
coinpiny in the revenue account of the preceding years and 
Rs- 30,000 on account of speculation profits have been carried to a 
special reserve- It is claimed that speculation is not the regular 
business of the company. 

(b) Silaries and wages include Rs- 2,000 on account of 
company’s contribution to an unrecognised provident fund. 

(c) General charges include (i) Rs- 500 donation to a hospital 
where the company’s employees are treated free, and (ii) Rs- 1,600 
commission to a broker for arranging a long-term loan for the 
company 

(d) Commission and brokerage include Rs. 10,000 on account 
of secret commission disbursed through the managing agents. The 
company is prepared to satisfy the income-tax authorities in every 
respect except furnishing the names of payees as such disclosure 
would be detrimental to its business- 

(e) The amount provided for bad debts is Rs. 15,000. 

(/) The interest on loan has been paid to a banker in Nepal. 
The company has not deducted any tax because a cording to the 
terms of contract made in Nepal the creditor is entitled to receive 
the full amount of interest without any tax deduction- 

(g) Depreciation allowable is Rs. 55,800. 


Rs. 

Profit as per Profit and Loss Account 
Add Expenditure disallowed • 

Contribution to unrecognised pro¬ 
vident fund 2,000 

Brokerage on a loan being capital 
expenditure 1,600 

Secret commission 10,000 

Bad Debts Provision 15,000 

Interest paid outside India 9,000 

Excess depreciation 9,000 


Rs. 

1,26,000 


46,600 


1,72,600 
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Less Managing Agents' commission 

12,600 


1,60,000 

Add Amount foregone bv a creditor 

10,000 

Speculation Profit 

30,000 

Total Income 

2,00,000 


Notes :— 

*1. A trading liability, taken into account in a past assess - 
ment but now foregone by the creditor, is taxable. 

5. It has been assumed that the unrecognised provident fund 
is not constituted as an irrecovable trust. Therefore the contribu¬ 
tion to such a fund is not allowable. 

3- Where the interest is payable outside India and is charge¬ 
able under the Act in the hands of the lender, e. g., under section 
42(l), it is not a permissible deduction unless tax has been deduc¬ 
ted under section 18 from such interest or there is a person in 
India, who may be charged as an agent under section 43 in 
respect of such interest. 

As the contract of loan was made in Nepal and the interest 
is payable in Nepal the income from such interest arises in Nepal ; 
but by virtue of section 42(1) it is deemed to arise in India. There¬ 
fore such interest is liable to Indian tax. 

4. The claim of the company that the speculation profit is 
its casual income cannot be accepted, since a speculation transaction 
is an adventure in the nature of trade. 


(5) Given below is the Profit and Loss Account of a company 
engaged in the manufacture of hosiery for the year ended 31st 
March 1961 *•— 


Rs. 


Rs. 


Opening Stock 
Yarn consumed at cost 
Manufacturing 
Charges 
Repairs 
Establishment 
Advertising 
Travelling Expenses 
Audit Fee 
Sundry Charges 
Income-Tax 

Loss on sale of Electric 
Motor 

Goodwill written off 


50,000 Sales 
74,000 Closing Stock 
Interest 

1,16,000 

16,000 

3.500 

4.500 
3,000 

500 

1.500 

2,000 

1,000 

12,500 


2,80,000 

36,000 

2,500 
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Block Improvement 
Reserve 10,000 

Net Profit 24,000 


3,18,500 3,18.500 


After taking the following information into account compute 
the company’s total income for the assessment year 1961-62 •— 

(a) The company has all along valued its stock at cost- The 
closing stock of Rs. 36,000 has also been valued at cost- The open¬ 
ing stock of Rs-50,000 if valued at cost, would have been Rs.30*000, 
and indeed in the Balance Sheet on 31st March 1960 the closing 
stock was shown at Rs- 30,000 which was accepted for assessment 
purposes- 

(b) Repairs include an amount of Rs- 12,000, being the cost 
of additions to buildings made in April-July I960, such additions 
being used as office and godown. 

(c) Advertising includes Rs- 3,000 being the cost of a prrma- 
nent fixture on the top of the factory building for giving demons¬ 
tration by film slides of the various processes of manufacture em¬ 
ployed in the factory. 

( d ) Sundry charges include Rs. 1,000 being coiuiseTs fees for 
conducting an appeal before the Income-Tax Appellate Tribunal. 

(e) The old electric motor, whose cost was Rs. 16,000 and 
written-down value Rs- 10,000, was sold during the year for 
Rs- 9,000 and a new motor was purchased for Rs. 20,000 in Decem¬ 
ber I960- 

(/) The depreciation allowance in respect of those assets 
that were in existence on 1st April 1960 is Rs. 19,740. 


Profit as per Profit & Loss Account 
Add Expenditure not allowed : 

Overstatement of opening stock 

Cost of new building 

Advertising being capital expenditure 

Counsel's fees 

Income-Tax 

Goodwill written off 

Block Improvement Reserve 

Loss oil electric motor 


Rs. Rs. 

24,000 

20,000 

12,000 

3,00 

1,000 

2,000 

12,500 

10,000 

1,000 61,500 


Less Depreciation Allowance : 

Old Assets 

New Buildings * at for 8 months 
Old Motor : allowance under section 
10 (2) (vii) 


85,500 

19,740 

200 

1,000 
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New Motor • at 10% for 3 months 

500 


New Fixture ; at 6% say for 6 months 
Development Rebate on new motor 

90 

' 26,5-30' 

at 25% 

5,000 

Profits being total income 

1 

'58,97° 


It is assumed that the initial depreciation (if any) on the old 
electric motor has been taken into account in arriving at the 
written-down value of Rs. 10,000. 

(6) From the following data relating to a textile Company 
compute its total income for the assessment year 19£1“62 


Rs. 

9,00,000 Opening Stock 
15,60,000 Raw Mateiials and 
Stores 

6,00,000 Wages and Salaries 
21,40,000 Gross Profit 

52,00,000 


50,000 Establishment 
20,000 Rent, Rates and Taxes 
2,50,000 Inte est on Debentures 
12,000 General Charges 
L3,000 Law Charges 
10,000 Advertisement 
5,000 Printing and Stationery 
30,000 Stock of Cloth burnt 
by fire 

17,80,000 Net Profit 


Rs 

40,00,000 Sales of Cloth, Yarn, 
and Waste < t > 
2,00,000 Less Provision foj Sell- 

- ing Commission, 

38,00,000 

14,00,000 Closing Stock 
52,00,000 


21,40,000 Gross Profit 

1,0,0C0 Sale Proceeds of an 
old machine (original 
cost Rs. 5,000 iully 
depreciated in earlier 
years) { t 

10,000 Bad debts written .'off 
and allowed in past 
assessments 

5,000 Income-Tax Refund 
5,000 Transfer Fees 


21,70,000 


1,07,000 Managing Agents’ 

Commission 

5,90,000 Taxation Provision 
4,00,000 Dividends 
4,00,000 Depreciation (equal to 

the amount admissible) 

1,00,000 Contribution to Deben¬ 
ture Sinking Fund 
1,00,000 Charity 

1,33,000 Balance to B/S _ 

18,30,000 18,30,000 


21,70,000 


50,000 Last year's Balance 
17,80,000 This year's Profit 
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(a) The Selling Commission Provision Account shows (i) 
debit of Rs- 50,000 for selling commission actually paid during the 
year and (ii) credit of Rs. 10,000 for the commission provided for 
in the past but foregone during the year by one of the agents- 

(b) The company acquired its own 5 % debentures of the face 
value of Rs. 6,00,000 as an investment against the Debenture 
Sinking Fund. The interest thereon was directly credited to the 
Fund but no tax was deducted from it under section 18 of the Act- 

(c) Advertisement charges represent expenditure for the five 
years ending Diwali 1965 paid to a cinema for slides. 

(d) The cloth buri t by fire was included in the opening stock 
but not in the closing stock. The corresponding double entry for 
the item debited to the Profit and Loss Account was made to the 
credit of the Reserve Account- 

( e) Law charges include Rs. 10,000 being compromise money 
paid to a shareholder who threatened to bring a suit against the 
managing agents for misappropriating a large part of the company's 
profits in the shape of commission- 

(/) Charity is the amount contributed to an educational 
institution. 

Give full reasons for the adjustments you make in your 
computation. 


Net Profit as per Profit & Loss Account 
Add (fl) Provision for selling commis¬ 
sion (actual amount paid will 
be allowed) 

(b) Stock of cloth (assumed to be 

uninsured) burnt by fire, as 
this should have been credi¬ 
ted to opening stack instead 
of to Reserve Account 

(c) Interest on debentures held as 

investments ot Debenture 
Sinking Fund not credited to 
Profit and Loss Account 

(d) Advertisement paid for future 

years 

(«) Law charges not being incurred 
for business purposes 


Rs- Rs. 

17,80,000 

2,00,000 


30,000 

30,000 

8,000 

10,000 

20,58,000 


Less (a) Capital profit on sale of 
machine being excess of sale 
price over cost 


5,000 
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(b) Managing Agents’ commission 
not charged before arriving 
at the above profits of 


Rs. 17,80,000 

1,07,000 


(c) Income-tax refund not being 
income 

5,000 


(d) Depreciation allowance 

4,00,000 


(e) Selling commission actually paid 

50,000 

5,67,000 

Add Commission foregone by an agent 
not credited to Profit and Loss 
Account 


14,91,000 

10,000 

Busim ss Profits 


15,01,000 

Capital Gains 


5,000 

Total Income 

15,06,000 


Notes ’ 

The company is entitled to rebate of income-tax (but not of 
super-tax) on charitable donation of Rs- 1,00,000 (being less than 
li% of total income) at the average rate of income-tax chargeable 
on its total income- 

Rs. 10,000 for commission provided in the past but foregone 
during the year by one of the creditors is income. 

Any loss of uninsured stock caused by fire, etc., if charged to 
Profit & Loss Account, should also be deducted from either the 
opening stock or purchases. In this case, the amount of loss must 
be deducted from the open ng stock, as the purchases are of raw 
materials. 

(7) The following is the Profit and Loss Account of a sugar 
mill company for the year ended 31st August 1960 ’•— 

Rs. Rs. 

Manufacturing Expenses 13,70,590 Sugar and Molasses 
Excise duty 2,15,000 Revenue 23,22,600 

Salaries and Wages 2,40,990 Rent from agricultural 

Establishment Charges 1,00,300 lands 1,900 

General Charges 27,500 Rent from Staff 

Directors 1 Fees 3,500 Quarters 5,400 

Debenture Interest 50,000 Fisheries Revenue 1,000 

[ Managing Agents’ Remu- Ferries Revenue 1,000 

neration 82,000 Sale Proceeds of cane 

Depreciation 1,38,000 and other crops 12,15,340 

Cultivation Expenses 9 ? 15,000 Transfer Fee 600 
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Provision for Taxation 50,000 Profit on sale of 

Net Profit 3,56,190 Motortruck 1,230 

35,49,070 35,49,070 


Compute the total income of the company for the assessment 
year 1961"62 after taking the following information into considera¬ 
tion ’•— 

(a) Sale proceeds of cane and other crops include Rs.10,24,000 
on account of cane produced and nsrd in the factory and debited to 
manufacturing expenses, the average market price of such cane 
being Rs. 11,50,000. 

(b) The motor truck sold during the year for Rs. 3,230 was 
purchased in the past for Rs. 17,000 the depreciation claimed in 
respect thereof in past assessments being Rs. 15,000 including initial 
depreciation. 

(c) General charges include (i) Rs- 1,500 legal expenses incur¬ 
red in defending a suit regarding the company’s title to certain 
agricultural lands, and (ii) Rs. 9,000 paid to a director for a trip to 
Japan to study modern methods o confectionery manufactuie. 

(d) The company set up during the year a scientific research 
laboratory tor improving the quality of sugar manufactured, and 
spent Rs. 25,000 on laboratory equipment and Rs. 12,000 on its 
maintenance. The former account stands debited to establishment 
charges and the latter to general charges* 

(e) Depreciation allowance in respect of all assets other than 
the research laboratory has been agreed at Rs. 75,000- 

(t) Rs. 15,000 recovered from bad debts (already allowed in 
previous assessments) was transferred to labour welfare fund. 


The following is the adjusted Profit and Loss Account of the 
company in order to show its taxable profits from business '■ 


Manufacturing Exp. 

Rs. 

14,96.590 

Sugar and Molasses 

Rs. 

Excise duty 

2,15,000 

Revenue 

23,22,600 

Salaries and Wages 

2 40,990 

Bad Debts recovered 

15,000 

Establishment Charges 

75,300 

Transfer Fees 

600 

General Charges 

26,000 

Profit on sale of 


Directors’ Fees 

3,500 

Motor tiuck 

1,230 

Debenture Interest 
Managing Agents’ Remu 
negation 

Depreciation 

One-fifth of Capital Ex¬ 
penditure on research 

50,000 

82,000 

75,000 

5,000 



Taxable Profits 

70,050 




23,39,430 


23,39,430 



1 . 


2 . 
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Income from property : 

Rs. 

Rs. 

Rents being annual value 

5,400 


Less One-sixth for repairs 

900 

4,500 

Profits from business 


70,050 

Other Sources • Fisheries Revenue 

1,000 

Ferries Revenue 

1,000 

2,000 


Total Income 

76,550 


Notes : 

1. Opening and closing stocks of sugar must have been 
adjusted into the item “Sugar and Molasses Revenue". Some 
companies used to follow this method. 

2. The revenue expenditure of Rs. 12,000 on scientific 
research is allowable. 

3. Rs. 9,000 paid to a director for a trip to Japan is 
deductible expendituie, being incurred for purposes of the 
business. 

4. It is assumed that the staff quarters of the company are 
not subject to any local taxes, therefore no deduction for local 
taxes is m ide from the rents received in order to arrive at the 
bona fide annual value of the propeity. 

5. Rs. 1,500 legal expenses incurred in defending the 
company’s title to ceitain agricultural lands is revenue expenditure, 
but because it has been incurred in connection with non-taxable 
agricultural income, it cannot be allowed as a deduction in compu¬ 
ting the taxable profits from business. 


(81 State in chronological order the various steps that an 
Income-Tax Officer has to take in order to pass an order under 
section 23A of the Indian Income-Tax Act- 


The various steps that an Income-Tax Ofhccr has to take to 
pass an order under section 23A are stated below in chronological 
order *•— 

(а) After the completion of the assessment of the company, 
he should first find out whether the company comes within the 
scope of section 23A- If it is a section 23A company he should 
ascertain whether adequate dividend has already been distributed. 

(б) If adequate dividend has not been distributed and the 
period of 12 months from the end of the relevant previous year is 
not yet over, he should make a note of this fact and wait till that 
period is ov$r t 
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(c) If it is found, after the expiry of 12 months, that adequate 
dividend has not been distributed by the company but the short 
distribution is not more thin 10% in the case of an investment 
company and not more than 5% in the case of any other company, 
he should issue a notice calling upon the company to make a 
supplementary distribution with in a period of three months from 
the date of the notice. 

(d) If the dividend distributed by the company is less than 
the statutory percentage of its distributable income, and the Income- 
Tax Officer has to pass an order imposing the penal super-tax, he 
must obtain the prior approval of the Inspecting Assistant Commis¬ 
sioner- Having obtained the approval of the Inspecting Assistant 
Commissioner, he will pass an order in writing that the company 
shall, in addition to the usual income-tax and super-tax payable 
under section 23, pay a penal super-tax at the rate of 50% in the 
case of an investment company and at the rate of 37% in the case 
of any other company on the undistributed balance of the distribu¬ 
table profits (i- e., the distributable profits minus the dividends 
actually distributed). 

(9) The Hind Cotton Mills Ltd- is a company incorporated 
in India with its head office at Bombay. Its business is that of 
manufacture and sale of cloth- Its Profit & Loss Account for the 
year ended 31st Mar h 1961 disclosed a net profit of Rs. 7 lakhs 
including Rs. 25,000 (net) received as dividend in respect of the 
shares held by it in the Hindustan Iron & Steel Co. Ltd-, an Indian 
company formed and registered on 1st July 1958 for production of 
iron and steel. The following further particulars have been 
obtained ■ 

(а) The opening and closing stocks of cloth, values of which 

were taken at Rs. 2,70,000 and Rs-4,50,000 respectively 
were valued at 10% less than their respective costs- 
The market prices thereof on 31st March 1960 and 31st 
March 1961 were higher than their costs- 

(б) General charges debited to Profit & Loss Account inclu¬ 

ded Rs. 10,000 which represented the cost of scientific 
appliances purchased for carrying on scientific research 
leading to or facilitating extension of the company’s 
business. 

(c) Rs. 4,000 was paid as interest on money borrowed by the 

company, which was advanced to the directors without 
interest. This interest was debited to the Profit & 
Loss Account. 

(d) The Profit & Loss Account was credited with Rs. 15,000 

as interest on the investments held in the U. K. This 
interest was not brought into or received in India 
during the year ended 31st March 1961, 
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The company paid U. K. income-tax on this interest at 
a rate equal to 40% of the income. 

(e) Depreciation charged in the Profit & Loss Account 
amounted to Rs. 50,000- 

(j) The written-down values of fixed assets as on 31st March 
1960 were as follows :— 

Rs. 

Factory Buildings (First Class) 2,50,000 

Non-factory Buildings (Second Class) 1,50,000 

Machinery 7,60,000 

Furniture 4,500 

New machinery was purchased at a cost of Rs, 2,00,000 and 
brought into use on 1st October 1960- 

Compute the written-down values of the fixed assets as on 
31st March 1961, and work out the total income of the company for 
the assessment year 1961-62. 

What relief will the company be entitled to in respect of 
interest on investments held in the U, K. which will suffer double 
taxation in India and the U. K., assuming the Indian rate of tax 
chargeable is 45% ? 


Depreciation allowance tor assessment year 1961-62 


Asset 

Depreciation 

W.D.V. on 
31-3-1961 

Buildings : 

5% on Rs. 2,50,000 (Factory) 

5% on Rs- 1,50,000 (Non-factory) 
Machinery : 

10% on Rs. 7,60,000 

10% on Rs- 2,00,000 for 6 months 
Furniture : 

6% on Rs. 4,500 

Rs. 

12.500 

7.500 

76,000 

10,000 

270 

1,06,270 

Rs. 

2.37.500 

1.42.500 

6,84,000 

1,90,000 

4,230 

12,58,230 

Computation of Total Income 


Net Profit as per Profit & Loss Account 


Rs. 

7,00,000 

Less Income considered separately : 

Dividends from an Indian company 

25,000 


Interest on foreign investments 

15,000 

40,000 


6,60,000 
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Add Interest on money borrowed, the 
loan not being for purposes of 


the company's business 

4,000 


Cost of scientific appliances to be 
written off in five years, 4/5ths 
being carried forward 

8,000 


Depreciation (depreciation to be 
allowed according to law) 

50,000 

62,000 

Less Development rebate at 25% on Rs.2,00,000 50,000 

Depreciation as calculated above 1,06,270 

7,22,000 

1,56,270 

Taxable Profits 


5,65,730 

1. Business Profits as calculated 

above 

2. Dividends gross, income-tax 

deducted at source at 20% being 

Rs- 6,250 

3. Unremitted foreign income 


5,65,730 

31,250 

15,000 

Total Income 


6,11,980 


The total income of the company for supei-tax purposes will 
be only Rs- 5,80,730, because the dividend of Rs- 31,250 is exempt 
from super-tax under section 56A. 


Notes : 


1. As the opening and closing stocks of cloth have both been 
valued 10% below cost, it appears that the company always values 
its stocks on this basis. If this method ot stock valuation has been 
regularly employed by the company, it is not necessary to make 
any adjustment in respect of stock valuation- 

However, if the compiny used to value its stocks in the past 
at cost or market price whichever less but has changed the mode of 
valuation in the 1960-61 accounting year, then by this departure the 
net profit of the year ended 31st March 1961 has been understated 
by Rs- 20,000 as calculated below :— 

Rs. 

Undervalu ition of closing stock (l/9th of 

Rs. 4,50,000) 50,000 

Undervaluation of opening stock (l/9th of 

Rs. 2,70,000) 30,000 


20,000 
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Therefore in computing the taxable profits for the assessment 
year, Rs. 20,000 will have to be added to the amount of net profits 
shown by the Profit & Loss Account. 

2. As the Hindustan lion & Steel Co. Ltd. is a section 56A 
company, only income-tax at 20% (but no super-tax) must have 
been deducted from the dividend paid to the assessec company. The 
amount of income-tax so deducted from dividend is Rs. 6,250 which 
will be deducted from the tax payable by the company. 

Double Taxation Relief 

Rs. 15,000 interest on investments held in the U. K. is taxed 
both in the U.K. and India. Therefore the company is entitled, 
under section 49D (1), to double taxation relief on Rs. 15,000 at 
40%, because the U.K. rate of tax (40%) is lower than the Indian 
rate of tax (45%) and the rel ief is granted at the lower rate. 

The amount of double taxation relief is, therefore, 40% of 
Rs- 15,000= Rs. 6,000 which will be granted as a deduction from 
the amount of tax payable by the company in India. 

(10) X Ltd. is an Indian company, whose main business is 
to import foreign textile machinery, mill stores, etc., to export 
Indian textile goods, to acquire selling agencies of foreign manu¬ 
facturers, etc. Shri A is its managing diiector and he is also a 
person who has substantial interest in the company within the 
meaning of section 2(6C) (iii) of the Income-Tax Act. 

For the year ended 31st March 1961, the Profit and Loss 
Account of X Ltd- disclosed a net profit of Rs- lakhs. Scrutiny 
of accounts made, investigation carried out and information obtain¬ 
ed revealed the following facts 

(i) In the Profit and Loss Account provisions of Rs. 
] 0,000 and Rs- 1,511,000 were made for bad and 
doubtful debts and for taxation respectively. 

(«) Interest of Rs. 20,000 was debited to interest account 
on money borrowed to extend office premises and to 
oonsUuet additional godowns, neither of which was 
actually ready for being used for the purposes of the 
business in this account year. 

(iii) The Profit and Loss Account provided for depreciation 
of Rs- 1,00,000, but the amount of admissible 
depreciation is worked out at Rs. 69,050. There is 
also a profit of Rs. 11,400 under section 10(2)(vii). 

(in) A sum of Rs. 2,500 included in general charges was 
agreed to be paid to a chartered accountant for 
settling current year's tax liability before the Income* 
Tax Officei and befuie the Appellate Assistant 
Commissipnei and the Tiibunal, if necessary, without 
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any further charge. (Subsequent events show that 
an appeal had to be filed to the Appellate Assistant 
Commissioner but none before the Tribunal^. 

(v) A sum of Rs. 5,000 was found included in general 

charges, though it was a penalty paid under the Sea 
Customs Act for importing goods under a false des¬ 
cription. 

(vi) A sum of Rs. 1,000 included in legal charges was paid to 

a solicitor for drawing up and settling a selling 
agency agreement with a foreign manufacturer for a 
period of three years commencing with 1-1-1961. 

(ini) A sum of Rs. 10,000 was received on 30-9-1960 from a 
foreign manufacturer for prematurely terminating 
the selling agency agreement for Bombay State that 
the company had with him for a period of two years 
from 1-10-1959. This sum had been directly taken 
to “suspense account’’ and on 31-3-1961 the mana¬ 
ging director was given a loan of Rs. 10,000 which 
was debited to the said suspense account. When 
this transaction was detected it was contended that 
Rs. 10,000 received was a capital receipt and hence 
not declared in the return (signed by the managing 
director). 

(inii) In the year ended 31-3-1959 the compiny claimed and 
was allowed certain trading losses. On 1-2-1961 the 
creditor gave a remission of Rs. 1,000 against it 
when the account was settled by cash payment. This 
sum of Rs. 1,000 was directly taken to the credit of 
“provision for bad and doubtful debts account” and 
was not disclosed in the return- 

(ix) Having regard to the terms of agreement with the 
managing director (A), the following amounts are 
debited to the Profit and Loss Account : — 

(a) Salary of Rs. 18,000 at Rs. 1,500 per month. 

(b) Motor car allowance Rs. 2,400 at Rs. 200 per 

month- 

(c) Salary of a chauffeur Rs- 1,500 at Rs. 125 per 

month, whose services were exclusively placed at 
the disposal of A. 

(d) Cost of maintenance of a residence for A and his 

family up to a maximum of Rs. 18,000 per annum, 
the actual expenses debit d bemg Rs. 14,000. 

(e) Providing medical aid in kind to A and his wife 

up to a maximum of Rs- 5,000 per annum, the 
actual expenses debited being Rs. 3,000. 

It established that the market value of the services 
rendered by A to the eompany, having regard to its 
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legitimate business needs and the benefit derived by 
it from his services, would never exceed Rs. 2,500 
per month, if wholly paid in cash. 

(a;) * A sum of Rs. 5,000 in all was found included in general 
charges as Diwali and Christmas presents to consti¬ 
tuents- It was however admitted subsequently that 
this amount was secret commission paid to persons 
in power for facilitating issue ol import and export 
licences. The com any refused to reveal the names 
of these persons. 

(a) Compute the total income of the company for the 
assessment year 1961-62, giving reasons for the adjustments made ; 
and. 

(b) Compute the total income of A (the managing director) 
on the basis of facts given above and the following information : — 

(i) On 10-4-1955, with a view to marry Miss 5, he had 
tiansferred to her gratuitously shares worth Rs. 
50,000. The marriage took place on 30-1-1955. 
The savings out of income from these shares (called 
assets 'A') were invested by Mrs. A from time to 
time in other shares (called assets ‘ B). In the year 
ended 31 —3—196L assets ’A’ produced a gross income 
Rs. 6,000 and assets ‘B’ Rs. 2,000. 

(ri) During the year ended 3L—3—1961 A received dividend 
income of Rs- 3,000 (gros\) on his investments. He 
claims to deduct interest of Rs. 1,000 against it on 
the ground that he pledged them with a bank for 
obtaining a loan required for constructing a bunga¬ 
low for him. It was under construction from 
1-1-1961 to 31-5-1961. His argument is that other¬ 
wise he would have been required to sell his profit¬ 
able mvestmmts to find money for that construction 
work. 

(iii) He claims estimated deductions of Rs. 1,500 and of 

Rs. 2,000 under section 7(3)(iia) for maintaining his 
motor car and for its normal wear and tear. The 
former expenses are incurred for his daily journey in 
both directions between lii=» residence and the place 
of employment. 

(iv) Director’s fees from several companies Rs. 4,000. 

(v) A claims life insurance premium of Rs- 5,000 {capital 

sum assured Rs 40,000) on his life and of Rs. 1,000 
(capital sum assured Rs 10,000) on his wife’s life. 
The sum of Rs- 1,000 has been paid by the wife out 
of her income of Rs. 2,000 referred to in (i) above- 
The wife has no other income except the said Rs. 
8,000 (Rs. 6,000 + Fs. 2,000). 
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Total Income of X Ltd. 

Profit as per Profit & Loss Account 
Add back : 

(i) Provision for bad and doubtful 
debts 

(ii) Provision for taxation 
(iit) Excess depreciation (Rs- 1,00,000 
- Rs. 69,050) 

Profit under section 10(2)(vii) 

(iv) Payment to chartered accountant 
for probable appellate services. 
Strictly speaking the whole of 
Rs. 2,500 is inadmissible, but 
as a practice of the Department 
a sum up to Rs. 1,000 is attri¬ 
buted to professional services 
in the proceedings before the 
Income-Tax Officer. 

(v) Penalty paid under the Sea Cus¬ 
toms Act 

(m) Amount paid to a solicitor for 
drawing up a selling agency 
agreement is an admissible 
item of expenditure- 
(mi) Sum received on termination of 
selling agency being taxable 
under section 10(5A)(d) 

(mil) Remission received in the acco¬ 
unting year being taxable 
under section 10(2 A) 

(itf) Excess remuneration paid to 
managing director who has a 
substantial interest in the 
company, being expressly dis¬ 
allowed by section 10(4A) (a): 
Total remuneration paid 38,900 
Reasonable remune¬ 
ration 30,000 


Rs. 


10,000 

1.50,000 

30,950 

11,400 


1,500 

5,000 


10,000 


1,000 


8,900 


(sc) Secret commission disguised as 
presents to constituents and 
not proved 5,000 

Total Income 


Total Income of A. 

Rs. 

1. Income from salary from X Ltd* ■ 

Salary as such 18,000 


Rs. 

1,50,000 


2.33.750 

3.83.750 

Rs* 
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Motor car allowance Rs. 2,400 exempt 
under section 4(3)(vi) 

_ 


Salary of chauffeur paid by the com* 
pany, not being a part of motor car 
allowmce and covered by explanation 
l(iv) of section 7(1) 

1,500 


Cost of maintenance of residence 

14,000 


Cost of medical aid 

3,000 

36,50d 

Dividends gross, the interest paid on 
the loan being disallowed on the 
authority of 29 I.T-R. 543 


3,000 

Director’s fees 


4,000 

Income of Mrs A included under section 
16(3)(a)(iii) 


6,000 

Total Income 

49,500 


Notes : 

1. The claim for deduction of Rs» 1,5C0 and Rs. 2,000 made 
under section 7(2)(iia) fails in view of the proviso to it, as the 
assessee is in receipt of a conveyance allowance. 

2. The assessee's claim on account of life insurance premium 
of Rs. 5,000 will be allowed to the extent of Rs-4,000 being 10% of 
the capital sum assured. As regards the claim of Rs- 1,000 paid as 
premium on policy taken out on the life of Mrs A, section 15(1) 
requires that the life insurance premium must be paid by the 
assessee. Here it is paid not by A but by Mrs A and out of the 
income of Rs. 2,000 belonging to her. Therefore, this premium of 
Rs. 1,000 cannot be exempt in the assessment of A. If this 
premium had been paid out of Rs. 6,000, which is included in A's 
total income, it would have been allowed- 

3. According to executive instructions the medical expenses 
incurred by the company on behalf of the assessee are not to be 
considered a perquisite if the facilities afforded are normal- The 
fact that the employer paid Rs. 8,900 more than the value of 
services rendered by the assessee, clearly shows that the amount 
piid by way of medical expenses was not a normal payment, and is 
therefore to be treated as a perquisite. 
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A co-operative society means a co-operative society registered 
under the Co-operative Societies Act, 1912 or under any State law 
for the registration of co-operative societies. 

An “urban consumers’ co-operative society” means a society 
fdr the benefit of consumers within the limits of a municipal corpora¬ 
tion, municipality, municipal committee, notified area committee, 
town area or cantonment. 

Exempted Income. Under section 14(3), the following incomes 
of a cooperative society (other than the Sanikatta Saltowners’ 
Society or a cooperative society doing insurance business) are exempt 
from tax but they are included in the total income for determining 
the rate of tax :— 

(1) Profits of business carried on by it. The business income 
of the following societies is wholly exempt from tax, but the busi¬ 
ness income of other societies is exempt only up to a sum of Rs. 
15,000 :— 

(a) An agricultural or a rural credit society. 

(b) A society engaged in a cottage industry. 

(c) A society engaged in the purchase of agricultural imple¬ 

ments, seeds, livestock or other articles intended for 
agriculture in order to supply them to its members. 

(d) A society engaged in the processing or marketing of the 

agricultural produce of its members if the processing 
does not involve the use of power. 

(e) A society carrying on the business of banking and provi¬ 

sion of credit facilities to its members whether in the 
rural or urban areas. 

(/) A primary milk society which supplies the iniik raised by 
its members to a federal milk society. 

(2) Interest and dividends derived from its investments with 
any other cooperative society. 
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(3) Income derived from the letting of godowns or warehouses 
for storage, processing or marketing of commodities. 

(4) Interest on securities chargeable under section 8 Or income 
from property chargeable under section 9 where the total income of 
the cooperative society does not exceed Rs. 20,000 and the society is 
not a housing society, or an urban consumers’ society, or a society 
carrying on transport business. 

(5) As regards cooperative housing societies, section 9 (4)(b) 
provides another type of concession, namely it is the individual 
member to whom a building has been allotted by the society Who is 
liable to pay tax on the income from the property, even though the 
legal ownership may be retained by the society for the time being. 

Period of Tax Holiday. Under section 15C, there is a five 
year period of tax holiday in the case of new industrial undertakings. 
But this period of tax holiday is seven years in the case of an indus¬ 
trial undertaking run by a cooperative society. 

Rates of Income-Tax. The rates of income-tax applicable to a 
cooperative society are those that apply to an association of persons. 

Rates of Super-Tax. The super-lax payable by a cooperative 
is leviable at a concessional rate and only on \ incomes in excess 
of Rs. 25,000. The rates of super-tax for a cooperative society are 

On the first Rs. 25,000 of total income ... Nil 

On the balance of total income ... 16% 

There is a surcharge of 12^% on such super-tax. 

Illustration 

The Ramnagar Urban Consumers' Society Ltd-, Delhi, derived 
the following incomes in the year ended 31st December 1960 : —* 


(a) 

Income from business 

Rs. 

19,000 

(b) 

Dividend (Net after deduction ol income- 



tax at 30%) on shares held in Bombay 

Textiles Ltd- 

2,100 

(c) 

Interest on fixed deposits with : 



(1) Ramnagar Cooperative Society carry¬ 



ing on banking business 1,000 

(2) Allahabad Bank Ltd., Delhi 2,000 

3,000 


Id) Rent in respect of the half poition of the 
building owned by the Society let out to 
an outsider, the other hall being used 
for the Society's own business 3,600 

The following expenses incurred for the entire building were 
deducted in arriving at the income from business at (a) above •— 
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Rs. 

Municipal Taxes 

800 

Ground Rent 

200 

Insurance 

400 


Compute the total income and the taxable income of the 
Society for the assessment year 1961-62, giving briefly the reasons 
for your answer.. 


1- Business ■ 

Net Profit as per Profit and Loss Account 
Add Proportionate expenses relating to 
that part of the Society’s building 
which is let out • 


Municipal Taxes 

400 

Ground Rent 

100 

Insurance 

200 


Rs. 

19,000 


700 


2. Property ’* 

Gross annual value being rent received 3,600 

Less One-half of municipal tax appli¬ 
cable to portion let out 200 

Bona fide annual value 3,400 

Less Onc-sixth for repairs 566 

Ground Rent (one-halO 100 

Insurance (one-half) 200 866 


3 Other Sources *• 

Dividend (Gross) 3,000 

Interest on fixed deposits : 

From Ramnagar Cooperative Society 1,000 

From Allahabad Bank Ltd. 2,000 


19,700 


2,534 


6,000 


Total Income 

Less Income exempt from tax • 

Business profits 15,000 

Interest on fixed deposit with 

Ramnagar Cooperative Society 1,000 

Taxable Income 


28,234 


16,000 

12 ; 23+ 


Income-tax is payable on Rs. 12,234 at the rate applicable to 
Rs. 28,234. 
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ASSESSMENT OF INSURANCE BUSINESS 


The taxable income of an insurance company is not computed 
in accordance with the provisions of section 10, but it is computed in 
accordance with the rules set out in the Schedule to the Income-Tax 
Act, 1922. 

Life insurance business in India is now carried on by a State- 
owned corporation called the Life Insurance Corporation of India, 
which is liable to tax. 

Life Insurance Business 

The taxable income of a life insurance business is computed 
either on the basis of its investment income or on the basis of its 
valuation surplus. It is considered that the computation of the 
profits on the basis of the valuation report is the most reliable 
method of the computation in the case of a life insurance company, 
where’s the amount of interest earned on investments is not by itself a 
reliable datum for such ascertainment. The investment income can, 
of course, be easily ascertained, but there are different views as to 
the deductions, that should be allowed therefrom in ascertaining the 
true assessable income. 

According to Rule 2 of the Schedule, the profits of a life 
insurance business are taken to be either of the following two 
amounts whichever is greater:— 

(a) The gross external incomings of the preceding year less 

management expenses of the preceding year, or 

(b) The adjusted annual average actuarial surplus of the last 

valuation period ending before the assessment year. 

Gross External Incomings Basis. This is the investment in¬ 
come basis. In computing the taxable income on the basis, the 
following provisions must be taken into account :— 

1. “Gross external incomings’ 7 means all earnings from 
interest, dividends, fine and fees etc., from whatever source derived 
except premiums and profits on the sale of investments and other 
assets. Any income from house property should be computed in 
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accordance, with the provisions of section 9. The, use of the term 
'incomings, as distinguished from the term ‘income, might perhaps 
suggest that even non-revenue receipts are to be included in gross 
external earnings, but the further qualification from whatever source 
derived, would indicate that the incomings must be from some 
definite source. Hence the receipts to be included in gross external 
incomings must be of a revenue nature. 

2. “Preceding year” means that year for which annual 
accounts are required to be prepared under the Insurance Act of 
1938 immediately preceding the financial year for which the assess¬ 
ment is to be made. 

3. “Management expenses” means the full amount of ex¬ 
penses (including commissions) incurred exclusively for life insurance 
business. 

Bonuses to policyholders, depreciation of and losses on the 
sale of securities and other assets and any other expenditure which 
cannot be allowed under section 10 are not management expenses. 
Moreover the maximum amount of management expenses admissible 
is restricted to the total of the following:— 

(a) An amount equal to 1\% of the premiums received on 

single premium policies; plus 

(b) An amount equal to the product of 7£% of the first year’s 

premiums received on policies whose duration is less 

than 12 years multiplied by the number of years of each 
policy; plus 

(c) An amount equal to 90% of the first year’s premiums 

received on all other life policies; plus 

(d) The maximum amount which can be allowed as manage¬ 

ment expenses in respect of renewal premiums is such 
percentage as is admissible under the Insurance Act of 
1938. This should enable new companies with small 
business to get management expenses up to a maximum 
of 20 per cent of the renewal premiums. 

The aggregate of the above four amounts is the maximum 
figure of expenses allowed to be deducted. If the actual expenses 
fall short, it is only such lesser amount that can be deducted from 
the gross external incomings. After deducting the allowable 
management expenses the balance of gross external incomings is the 
assessable profit of the life insurance business. 

This is one method of ascertaining the taxable profits of a life 
insurance company, and it should be available even from the second 
year of the working of the company and even before the first 
actuarial valuation has taken place. 

Actuarial Surplus Basis. This is the other alternative method 
of ascertaining of the assessable profits of a life insurance company. 
Actuarial valuation means actuarial valuation made in accordance 
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with the Insurance Act of 1938 in respect of the last intervaluation 
period. In computing the taxable income on this basis the actuarial 
surplus is to be adjusted as follows:— 

1. Any expenditure which cannot be allowed under section 10 
must be disallowed. 

2. The deficit or unappropriated surplus of any period prece¬ 
ding the intervaluation period under consideration must be excluded 
from the deficit or surplus shown in the actuarial valuation balance 
sheet on the last day of the intervaluation period. 

3. Four-fifths of the amounts paid to or reserved for or 
expended on behalf of policyholders should be allowed as a 
deduction. 

4. Any amount written off or reserved in the accounts on 
account of the depreciation of or loss on sale of securities and other 
assets is to be allowed as a deduction. This is a mandatory provi¬ 
sion. The option is of the assessee either to write off or to carry 
to reserve. The reserve created must be equivalent to the amount 
of depreciation or loss but no more. This is a peculiar provision of 
the law. Ordinarily in computing business profits for tax purposes 
sums placed to reserve are not permissible deductions. It may be 
justified on the ground that a life insurance company is bound by 
law to invest a certain portion of its life fund in specified securities, 
whereas in other businesses no such restriction prevails. 

5. Any sum taken credit for in the accounts on account of 
appreciation of and profit on sale of securities and other assets 
should be added to the actuarial surplus. 

6. The interest received during the intervaluation period in 
respect of tax free securities issued by the Central Government (but 
not those issued by a State Government) shall be deducted only for 
the purpose of income-tax, but not for super-tax. 

7. A great portion of the income of a life insurance company 
is derived from interest and dividends from which income-tax is 
deducted at source and is otherwise paid. Therefore the whole 
amount of income-tax so deducted or paid during the intervaluation 
period must be added back to the actuarial surplus, because the 
actuarial surplus is arrived at on the basis of the net income from 
interest and dividends. 

When the actuarial surplus has been adjusted in the manner 
outlined above, it is divided by the number of years included in the 
intervaluation period and the result is then the adjusted annual 
average surplus, which is the profit on which tax will have to be 
levied for the next few years till the next valuation takes place. 
Though the quantum of profit is fixed in this way, the rates of tax 
may vary according lo the annual Finance Act of each year. 

If the intervaluation period exceeds l2 months, credit will be 
given (against the gross tax computed on the annual average surplus) 
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for the amount of the annual average income-tax deducted at source 
or paid otherwise during the said intervaluation period. 

It must, however, be noted that whereas the annual average 
surplus is a constant figure during an intervaluation period, the 
gross external incomings minus expenses may vary from year to 
year during this period and be higher or lower than the annual 
average surplus. Therefore for each assessment year a computation 
of profit on each of the above two bases will have to be made in 
order to ascertain the higher figure of income to be taxed. 

Rates of Tax. 

For the assessment year 1961-62 the Life Insurance Corpora¬ 
tion of India is required to pay income-tax at 30% with a surcharge 
of 50% thereon, and super-lax at a flat rate of 11% without any 
surcharge on the whole of its profits. 

Non-life Insurance Business 

As regards non-life insurance business (fire, marine, motorcar, 
burglary, etc.) the profits disclosed in the annual accounts prescribed 
under the Insurance Act, 1938, after adjustment on account of 
expenses not admissible under section 10 are to be treated as income 
for assessment purposes. Profits and losses on the realisation of 
Investments and depreciation and appreciation in the value of 
investments are to be taken into account. 

In dealing with non-life insurance business a fair and proper 
reserve for unexpired risks is to be allowed with proper safeguard 
to prevent manipulation of accounts. The amount of reserve which 
is admissible for this purpose is 100% of the year’s premium income 
in the case of marine insurance business and 50% of the year’s 
premium income in the case of other kinds of general insurance 
business such as fire, motor, etc. 

Foreign Insurance Companies 

The taxable income of the Indian branches of non-resident 
foreign insurance companies doing non-life insurance business in 
India is taken to be the proportion of the total world income 
corresponding to the proportion which their Indian premium income 
bears to their total premium income. The total world income is 
computed for this purpose in the same manner as the total income 
of a resident insurance company as explained above. 
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It must be noted at the outset that a resident is not necessarily 
an Indian national nor a non-resident necessarily a foreigner. 
However, for practical purposes, most of the foreigners who visit 
India would come under the category of non-residents owing to the 
fact that they may not fulfil the necessary conditions required to 
make a person resident. 

Non-resident foreigners are either casual visitors or those with 
more permanent interest, i. e., those having income earning ties 
with India. Tourists and members of various foreign delegations 
who visit India are casual visitors. Their stay in India in most 
cases would not exceed the six months required to make them 
residents. Even if the stay exceeds six months, it is very unlikely 
that the entire stay would fall within the same previous year. Take 
for example, a tourist who comes to India on 1st December 1959 
and stays here till 30th June 1960. Though his entire stay in India 
is for 213 days, yet he cannot be deemed a resident since the total 
stay in each of the two previous years (the first previous year ending 
on 31st March 1960 and the second previous year ending on 31st 
March 1961) is less than 182 days. Even if his stay extends to 
more than six months in the same previous year he would only be a 
resident not ordinarily resident. 

As already stated in a previous chapter, a non-resident is 
chargeable on all income, 

(i) received or deemed to be received in India irrespective of 
whether it accrued or arose within or without India ; and 

(ii; accruing or arising or deemed to accrue or arise in India 
irrespective of whether it is received within or without 
India. 

Non-residents are not liable to pay tax on their foreign income, 
even if it is brought into or remitted to India. The foreign income 
of a non-resident is taxable if it is received in India, but it is not 
taxable if it is brought into India. There is a point of difference 
between ‘receipt’ and 'bringing in’. Receipt means the first receipt, 
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Income once received cannot be received a second time and income 
having been received outside India, its remittance to India cannot 
be a second receipt but it would be a bringing in. 

The section under which income is deemed to accrue or arise 
in India and which concerns non-residents most is section 42. Section 
42(1) is very wide in operation. It is so worded as to bring into the 
net of taxation as much of a non-resident’s profits from trading in 
India as possible. Five specific types of income wherever arising 
are deemed to accrue in India, namely : 

(i) Income from any business connection in India. The 
meaning of the term “business connection” is important. This 
phrase has not been defined and the courts have given decisions 
after consideration of the particular facts of each case. It has been 
held that business connection denotes some element of continuity in 
the relationship between the person in India who makes the profit 
and the non-resident who receives them. A single transaction would 
not create business connection. There would be a business connec¬ 
tion if a non-resident has a branch or an agency of its own in India. 

ii ) Income from any property in India. The word property 
is used as an ordinary English word and is not confined to building 
property. The word property includes both movable and immov¬ 
able property, but it means something tangible , e. g., furniture or 
machinery situated in India, which has been hired under an agree¬ 
ment by which the hire is payable outside India. 

(iii) Income from any asset or source of income in India. 
Intangible property like a debt or other chose in action is not property 
within the meaning of (ii) above, but it is covered by the words 
“any asset or source of income”. 

(it/) Income arising from any money lent at interest and 
brought into India in cash or in kind. The interest on money lent 
abroad and brought into India with the knowledge of the lender 
would be income deemed to accrue in India. However, if the 
borrower without the knowledge of the lender brings the money 
borrowed into India and that money earns income here, then the 
lender is not liable to pay tax on the interest which he receives on 
the money lent. This is based on the principle that there must be 
some nexus between the taxing State and the assessee who is a foreig¬ 
ner, and the nexus is that a knowledge must be attributed to the 
lender that the borrower has borrowed money for the purpose of 
taking it to India and earning income on that money. 

Where a foreign bank brings the moneys of its depositors into 
India, the interest earned by the depositors is not income deemed to 
accrue in India, unless the depositors had knowledge that their 
moneys would be taken into India and the bringing of the moneys 
into India was an internal part of the transaction of the deposit 
(1950 I. T. R. 134). 
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(v) Income from the sale, exchange or transfer of a capital asset 
in India. 

With reference to the above sources of income, it is possible 
that the contract may be executed outside India, and by the terms 
thereof the income may be payable outside India. In such 
cases, the income accrues or arises outside India and not in India 
but by virtue of section 42 (1) such income is deemed to accrue or 
arise in India. 

Section 42(1) applies to both residents and non-residents, but 
having regard to the several categories of income specified in this 
section, its application to residents must be rare, and it may be said 
that the large majority of persons falling within this section would 
be non-residents. 

Artificial arrangement between a resident and a non-resident. 

Business may be carried on by a person who is not resident or not 
ordinarily resident in India with a person resident in India and, 
owing to the close connection between such persons, the business 
may be so arranged that the resident makes either no profits or less 
than the ordinary profits in that business. Such an arrangement 
would deprive the Indian revenue of the full share of the tax which 
would othersvise be payable by the resident. 

In such cases, section 42(2) provides that the resident would 
be chargeable in respect of the profits which might reasonably be 
expected to be derived from that business but for th: artficial arran¬ 
gement. Rule 34, read with Rule 3 3, of the Indian Income-Tax Rules 
prescribes the method of determining the quantum of reasonable 
profits in respect of which the resident may be charged in such cases. 

Apportionment of Profits. Section 42 (3) makes a provision for 
the apportionment of profits in respect of different operations of a sin¬ 
gle business. It provides that in the case of a business, of which some 
of the operations are carried out within and some without India, the 
profits of the business should be apportioned and only that portion of 
the profits which is reasonably attributable to the operations carried 
out in India should be deemed to accrue in India. The Supreme 
Court has held that the principle laid down in this sub-section appli¬ 
es where the goods are manufactured in one place and sold in an¬ 
other and that the profits may be apportioned between the manufac¬ 
turing and the selling operations Jy50 /. T. R. 472). 

Section 42(3 ) does not apply where profits actually accrue or are 
received in India. It applies only to cases where the profits are 
deemed to accrue in India under section 42(1). It does not operate 
to give relief in cases where profits actually accrue or arise or are 
received in India and are therefore chargeable under section (4) (1). 
This sub-section cannot afford any relief to residents, since a resi¬ 
dent is chargeable in respect of income arising in any part of the 
world. 
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Thus, if a non-resident has a business connection in India (e.g., 
a branch or an gency), he is taxable only in "respect of that part of 
the profit, made out of the connection, which is attributable to the 
operations in India. If his business consists of buying in goods in 
India through a branch or an agency and selling them outside, he will 
be assessable only in respect of that part of the profit which is attri¬ 
butable to the buying operations. On the other hand, if the business 
consists of buying goods outside India and selling them inside, the 
full profit arise in India, because the profit has been created by sales 
and sales have taken place in India. In the first case, the profit is dee¬ 
med to accrue in India by virtue of section 42 (1), while in the 
second case the income arises outright in India and is taxable by 
virtue of section 4 (1) (c). 

The Indian branch of a non-resident firm or company is liable 
to pay income-tax in India on the profits pertaining to that branch. 
In order to ensure proper assessment in such cases, the Income-Tax 
Officer would require the production of the Balance Sheet and the 
Profit and Loss Account of the firm or company as a whole in 
addition to those of the Indian branch. If the Income-Tax Officer is 
unable to find out the share of the profit properly due to the Indian 
branch, he has powers under a special rule to determine how the 
profits of th,j Indian branch are lo be calculated. This rule enables 
him to fix the income of the Indian branch for assessment purposes 
cither as a percentage on the turnover of the business done by the 
branch or, where this procedure proves unsuitable, as a portion of 
the world income equal to the ratio which the Indian receipts bear 
to the total receipts of the firm or company. When even this method 
is found unsatisfactory, he can adopt such other method as he consi¬ 
ders suitable. 


Illustrations 

(1) A non-resident, not having any branch or agency in India* 
buys goods here and sells them outside. No profits arise in India 
because there is no business connection here. 

(2) A non-resident buys goods in India through a branch and 
sells them outside India. He will be assessable only in respect of 
that part of his profits which is attributable to the buying 
operations. 

(3) An assessee’s business consists of buying goods outside 
India and selling them in India. The full profit arises in India and 
is taxable, because the full profit has been created by sales, and the 
sale have taken place in India. In the second illustration the profit 

s deemed to accrue in India by virtue of section 42U) while in this 
case the profit arises outright in India and is taxable by virtue of 
section 4(l)(c). 

(4) An assessee (who is resident and ordinarily resident) has 
a big paper business in Delhi and also a branch at Lahore- Ttje 
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branch deals in paper. There is no remittance ol profits from 
Lahore to Delhi- As there is a business connection between the 
head office in Delhi and the branch at Lahore, the profits earned 
by the Lahore branch are deemed to accrue in India by reason of 
section 42 (1), and would be taxable to the extent of the amount 
apportioned under section 42(3) as the profits attributable to Indian 
connection. 

(5) X Ltd. (an Indian company) carries on business as marine 
engineers. Two non-resident British companies engaged in the 
business of plying ships beneficially own the entire shaie capital of 
X Ltd. Under an agreemet entered into with the non-resident 
companies, the X Ltd. repaired their ships at cost and charged no 
profit. 

It was held that X Ltd, was chargeable to tax under section 
42 (2) in respect of the profits which it would made by repairing the 
ships of the non-resident companies (34 I.T.R. 369) 

(6) X & Co., London, manufacturers of cement manufac¬ 
turing machinery, supplied to Y Co. Ltd- of Bombay one set of 
coment manufacturing machinery- The London firm had no agent 
or office in India- The Indian company carried on correspondence 
directly with the London firm and ultimately placed an oder for 
the supply of the machinery direct with the London office of the 
firm on the trms agreed between them. According to the terms 
of the agreement : 

(1) The f-o-b. London price of the machinery was fixed at 
Rs 75 lakhs. 

(2) The machinery in question was inspected in London on 

behalf of the Indian company. 

(3) After inspection the shipping documents relating to the 
machinery were made over in London to the National 
Bank of India Ltd., London* the bankers of the ‘Indian 
company. 

(4) Freight, insurance, etc., from London to Bombay and any 

loss in transit from London to Bombay were to be borne 
by the Indian company. 

(5) The payments were to be made as under ' —(l) 25% of 
the price on signing the agreement; (ii) 30% thereof by 
opening an irrevocable letter of credit in favour of the 
supplier with the Midlands Bank Ltd-, London, against 
the shipping documents; (iii) 25% after arrival of the 
machinery at the factory site; and (iv) fhe balance after 
one year from the date of payment referred to in (iii). 

(6) The payments referred to in (iii) and (iv) above were to 
be remitted directly to the London firm’s bankers in 
London, the Midlands Bank Ltd, London. 



m 


INCOME-TAX 


The total profits errned by the London firm on the above 
transaction, if computed in accordance with the provisions of the 
Indian Income-Tax Act, would work out to Rs. 5 lakhs. 

State whether any liability to Indian income'tax will arise to 
the London firm, giving reasons. 


The residential status of X & Co. of Loi don is obviously that 
of non-resident. A non-resident is liable to Indian income-tax only 
in respect of (i) income acduing or arising or deemed to accrue or 
arise in India, and (ii) ineom; received or deem id to be received in 
India. 

X & Co. had no business connection in India and the transac¬ 
tions between the London firm and the Indian company were as 
between principal and principal. 

The machinery in question was inspected in London on behalf 
of the Indian company, it was supplied f.o.b London, and the 
shipping documents weie delivered in London to the Indian com- 
panys bankers the National Bank of India Ltd., London. The Indian 
company bore treight, insurmnce, etc. from London to Bombay. All 
these facts show that the sale was effected in London, i. e., outside 
India. The Indian company was allowed to pay the price of the 
machinery in instalments, but that fact itself does not render the 
London firm liable to Indian incom -tix on the ground that income 
derived from the sale of machinery is deemed to accrue 01 arise to it 
in India. 

Further as all the instalments were paid in London, no part 
of the price can be said to have been i^ceived in India by or on 
behalf of the London firm. 

Thus, both on occrual basis and on the basis of receipt, no 
part of the profits earned by the London firm on account of the 
supply of machinery to the Indian ompany is liable to Indian 
Income-Tax. 

Mode of Assessment. 

Indian agents of non-resident firms, of which they are not 
technically either branches or subsidiary firms, are liable for the 
payment, on account of their principals, of tax on their principals’ 
Indian profits. The assessment of a non-resident may be made 
either in his own name or the name of his agent and in the latter 
case such agent shall be deemed to be the assessee in respect of 
such tax. Section 43 contemplates three classes of persons who may 
be treated as agents of a non-resident, namely : 

(i) Any person employed by a non-resident ; 

(ii) Any person having a business connection with the non¬ 
resident j or 
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(iii) Any person through whom the non-resident receives any 
income. 

The Income-Tax Officer must serve on the resident person a 
notice of his intention of treating such person as the agent of non¬ 
resident, thus giving him an opportunity of being heard as to his 
liability. 

Where a person who has been appointed and assessed as the 
agent of a non-resident, denies his liability to be so assessed, he is 
entitled to appeal under section 30, after the assessment is made, 
against the order appointing him as agent : and he may file such 
an appeal on the ground that he is not liable to be assessed as agent, 
even though he may not appeal against the quantum of the income 
assessed or the tax determined. But no appeal would lie by suchjm 
agent before any assessment is made on him in such capacity 
(11 L T. R. 553), 

A broker in India, who carries on ordinary broking business 
through non-resident brokers, cannot be deemed to be an agent in 
respect of such transactions, because in such cases there is no 
method Of ascertaining what profit the principal makes and how 
much tax should be retained, In such cases the foreign principal 
will be taxed direct in respect of his Indian profits. 

When a person has been treated as the agent of a non resident 
for purposes of income-tax, he has a right to deduct from payments 
to the non-resident the tax which he estimates he will have to pay 
on the profits made by the non-resident in India. If the non-resident 
principal and the resident agent cannot agree on the estimated 
amount to be retained, the resident person can get a certificate from 
the Income-Tax Officer as to the amount which is considered reason¬ 
able to be retained pending the settlement of the matter, and if he 
obta'ns such certificate he will not be liable to pay tax as agent for 
any greater sum. 

If an assessee, carrying on business in India, his business 
connection with a non-resident, and is assessed under section 42(1) 
as agent of the non-resident in respect of t ie income of the non¬ 
resident and the tax is recovered from him, but the assessee is unable 
to recover this amount of tax from the non reside it and in the year 
of account the assessee writes it of in hi; accounts and claims the 
amount as a bad debt or trading loss, it has been held :— 

(a) that the amount in question was a debt due to the assessee 
“in respect of his business' 5 within the meaning of 
section 10(2)(xi) inasmuch as the a,ssessee had riot paid 
the tax voluntarily but to discharge a legal obligation 
which arose from his business, 1 and the assessee was 
therefore entitled to have the amount deducted as a bad 
debt ; and further 
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(b) that, even assuming that in the strict sense of the term 
the amount claimed as a deduction by the assessee was 
not a debt, it could be claimed as a business or trading 
loss, and in arriving at the true profits of his business 
this loss must be deducted (31 I . T. R. 72). 

Deduction of Tax at Source. This has been explained in a 
previous chapter. 


Illustrations 

(l) X paid Rs. 10,000 to Y (non-resident) as interest on capi¬ 
tal borrowed for purposes of business, but failed to deduct income- 
tax therefrom- What would be the consequences to X ? 


Section 10(2)(iii) allows the deduction from profits of interest 
paid on capital borrowed for business purposes, but in the case of 
interest paid to a non-resident it provides that the deduction will 
not be allowed unless income-tax has been deducted at the maxi¬ 
mum rate or there is a resident agent who may be assessed in respect 
bf the income of the non-resident. Therefore Rs. 10,000 will not 
be allowed as a deduction in computing the taxable profits of X's 
business. 

Again under section 18(3A), X shall be deemed to be an 
assessee in default in respect of the tax that he should have deduc¬ 
ted from Rs- 10,000 paid to Y. The Income-Tax Officer would, of 
course, endeavour to assess the non-resident first, but, failing 
realisation of the tax, he will hold X responsible for the amount of 
the tax due from Y. 

X therefore loses the benefit of the deduction of Rs. 10,000 in 
his own assessment and also incurs the penalty of paying the tax 
due from Y. 

(2) The British Dru£s Ltd- is a company incorporated in the 
U- K. It has two subsidiaries A and B, both incorporated in the 
U. K. each specialising in the manufacture and sale of a particular 
group of medicines. Companies A and B manufacture their products 
in England. These subsidiary companies have appointed X of 
Bombay as their sole representative in India on different terms and 
conditions as noted below » 

Company A appointed X as its sole canvassing agent in India. 
He has to carry out the advertisement programme for A in India, 
the cost of which is borne by A. He has also to canvas orders in 
India for A. They are to be written by customers on special forms 
which are to be sent by X to A in London. It is open for A either 
to accept these proposals or to reject them. If the proposals are 
accepted, goods are delivered by A to the customers f> o. b. London, 
Customers have to pay 20% of the price to X on behalf of A with 



Assessment oe non-residents 45i 

the orders and 80% to A directly in London before taking delivery 
of goods- During the year 1960 the total sales of company A amo¬ 
unted to Rs- 40,00,000 including Rs. 8,00,000 for sales through X 
in India. X received Rs. 80,000 as his commission on these sales. 
The net profits of the company on its total sales amounted to Rs. 
10,00,000 for the year. 

Company B consigned its products to X for sale in India at 
the best prices available over and above the scheduled rates, X is to 
get 15% as his commission on such sales and the company has to 
bear all the expenses for effecting such sales- During the year 1960 
sales of B's products made in India through X amounted to Rs. 
6,00,000- He realised Rs- 5,50,000 as sale proceeds on behalf of B, 
the balance representing credit sales was not realised during the 
year- Out of this amount X retained Rs- 90,000 as his commission 
and Rs.10,000 for expenses and emitted the balance of Rs-4,50,000 
to B. The accounts of B for the year 1960 showed that it earned 
30% net profits on its total sales. 

No action has been taken so far for assessing A or B company. 
State what action you would take in the matter and what would be 
the income of A and B companies assessable to Indian income-tax 
for the year 1961-62- 


X is the sole representative in India of the two non-resident 
companies A and B, who are in receipt of income through him. 
Therefore X can be treated as an agent for the non-resident 
companies under section 43- A notice of intention of treating him 
as the agent of the non-resident companies will be served on him 
and, after giving him an opportunity of being heard, an order will 
be passed treating him as such agent. Notices for filing returns 
under section 22(2) will then be served on X as agent of company 
A and company B for the assessment year 1961-62 in connection 
with their income for the year I960- 

The assessable incomes of A and C companies for 1960 will be 
computed as follows - - 

Company A : 

X canvassed orders for A in India amounting to Rs. 8,00,000 
in 1960. The non-resident company A therefore earned profits 
through a business connection in India. Such profits are deemed 
to have arisen in India under section 42- As this company earned 
a net profit of 25% on sales in 1960 the profits on its Indian sales 
come to Rs* 2,00,000. 

Out of the total sale proceeds of Rs. 8,00,000, Rs. 1,60,000 
(20%) was received by A in India through it$ agent X ; hence 
the profits on one-fifth of Indian sales would be considered 
as having been received in India and would be assessable under 
section 4(l)(a). Out of the profits on the balance of Indian sals$ 
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(Rs. 6,40,000) an allowance under section 42(3) must be made for 
the profit attributable to manufacturing done in the U -K and to 
sales also completed there. Profits attributable to canvassing 
Operation will only be assessable in India, and this may be 
estimated at 20% 

Company A’s total inome will therefore be as follows :— 


Assessable under section 4 (l)(a) • 
Sale proceeds realised in India 


Rs. 

1,60,000 


25% profit thereon realised in India 
Assessable under section 42 : 

Balance of sales in India 

25% profit thireon 
20% thereof 


6,40,000 

1,60,000 


40,000 


32,000 


Total income for the assessment year 1961-62 72 000 

Company B : 

This company consigned its products to X in India- These 
were sold in India for Rs. 6,00,000 in the year 1960. Out of these 
sale proceeds Rs. 5,50,000 was realised in India. Profits on such 
sales will therefore be considered as having been received in 
India. 

The balance of Rs. 50,000 represents sales effecttd in India 
but not received. Profits on such sales also accrue in India, but 
an allowance for manufacturing profit earned in the U K, may be 
granted to the company- Only 15% (instead of 30%) may therefore 
be taken as profits assessable in India. 

Company B’s total income will therefore be as follows •— 

Rs. 

Assessable under section 4(l)(a) : 

Sale proceeds realised in India 5,50,000 

30% profit thereon 1,65,000 

Assessable under sretion 4(l)(c) : 

Sales in India 50,000 

15% profit thereon 7,500 


Total income lor the assessment year 1961-62 1,72,500 


Computation of Tax. 

Section 17(1) lays down the basis on which tax is to be 
calculated op the total income of non-residents. A non-resident 



assessment of NON-RESIDENTS 4$$ 

person (excluding companies) will pay income-tax and super-tax in 
the following manner :— 

(a) Income-tax on the total income (whatever its amount) at 

the maximum rate, and 

(b) Super-tax on the total income (whatever its amount) at 

19% without any surcharge, or the super-tax which 
would be payable on the total income if he were a 
resident, whichever is greater. For the assessment year 
1961-62 this rate of 19% would apply up to a total 
income of Rs. 61,760. 

A non-resident is, however, given an option of deciding once 
for all whether he will be assessed on the basis given above or on 
the basis of income-tax and super-tax on the total income at the 
rates applicable to his total world income. This option is to be 
exercised by a written declaration given to the Income-Tax Officer 
before 30th June of the year of assessment, when the non-resident 
first becomes liable to assessment, and the option once exercised will 
operate for all subsequent years. This time limit may be relaxed 
by the Income-Tax Officer, with the previous approval of the Inspecting 
Assistant Commissioner , where the Income-Tax Officer is satisfied 
that the assessee was prevented by sufficient cause from making 
the declaration within the time-limit allowed and that no reduction 
in tax liability has occurred by reason of his failure. 

All non-residents (irrespective of their nationality) have there¬ 
fore the option of being assessed on their total income at an arbitrary 
rate or of declaring their foreign income and securing a modification 
in rates if it suits them. 

It will be a little difficult to say in the case of fluctuating 
incomes which option is more advantageous to the assessee in the 
loDg run as the option once exercised cannot be changed. It may 
generally be stated that the first option is more advantageous to non¬ 
residents with large incomes since the incidence of super-tax is lower, 
while the second option is beneficial to smaller investors. 

Explanation 2A to section 4(1J brings to charge the salary paid 
outside t India by the Government to an Indian citizen rendering 
service outside India, the intention being to tax Government emplo¬ 
yees posted abroad who after some time become technically non¬ 
resident and therefore not liable to Indian taxation in respect of 
their salaries. Section 17(1 A) provides that such a non-resident 
Government employee would be taxable on his total income for the 
assessment year 196J-61 and thereafter in respect of both income-' 
tax and super-tax at the average rates applicable to his total world 
income. This mode of assessment must be adopted whether or not 
the employee has made a declaration under section 17(1). 

AH companies (whether resident or non-resident) are liable to ta% at 
a fiat note on the whole of their totol income as regards income m tax as well 

03 suder-tQ *. 
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The method of computing the income-tax and super-tax payable 
by a non-resident is illustrated in the chapter dealing with computa¬ 
tion of tax. 

When the tax payable by a non-resident has not been deducted 
at source or when there is no resident agent from whom it may be 
recovered, any arrears of tax may be recovered from any assets of 
the non-resident which are or may at any time come within India. 
There is no time limit to such recovery. 

In many cases a non-resident pays tax twice on certain portions 
of his income in his own country as well as in India. Therefore to 
afford some relief in such cases there are arrangements for double 
taxation relief with several foreign countries, so that the whole 
burden of tax on the foreign income does not fall on the non-resi¬ 
dent assessee. The provisions governing double taxation relief have 
already been explained in a previous chapter. 

Illustrations 

(l) Explain briefly the liability of a non - resident to assess - 
ment in India in general and with special reference to (a) the 
charge of income-tax and (b) the incidence of tax. 

A non-resident is liable to pay Indian income-tax on (i) the 
income from all sources accruing or arising or deemed to accrue or 
arise to him in India, and 'n) the income from all sources received 
or deemed to be received i i I dia by him or on his behalf. 

Alj income accruing or arising, directly or indirectly, through 
or from 

(a) any business connection in India, 

(b) any property in India, 

(c) any asset or source of income in India, or 

(d) any money lent at interest and brought into India in cash 

or in kind, 

(e) Income from the sale, exchange or transfer of a capital 

asset in India, 

is deemed to be income accruing or arising in India. In the case of 
business, of which all the operations are not carried out in India, 
such deemed income is liable to Indian tax to the extent to which 
it can be attributed to the operations carried out in India. 

The income earned by a non-resident outside India (which is 
not deemed to accrue or arise in India) is not liable to Indian tax in 
his hands. 

A non-resident can be assessed either direct or through a 
duly constituted agent or through an employee in India or through 
a person with whom he has business connection or through whom 
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he is in receipt of income and whom the Income-Tax Officer deems 
(after giving notice) to be an agent of the non-resident. 

Charge of Income-Tax. A non-resident person (excluding 
companeis) has to pay income-tax and super-tax in the follow ; ng 
manner :— 

(a) Income-tax on the total income (whatever its amount) at 

the maximum rate, and 

(b) Super-tax on the total income (whatever its amount) at 

19% without any surcharge or the super-tax which 
would be payable on the total income if he were a resi* 
dent, whichever is greater. 

A non-resident is, however, given an option of deciding once 
for all whether he will be assessed on the basis given above or on 
the basis of income-tax and super-tax on the total income at the 
rates applicable to his total world income. The option is to be 
exercised by a written declaration given to the Income-Tax Officer 
before the 30th June of the year of assessment, when the non¬ 
resident first becomes liable to assessment, and the option once 
exercised will operate for all subsequent years. 

Incidence of Tax. The incidence of income-tax and super-tax 
differs according to the residential status of the assessee. It does 
not depend on the nationality of the tax-payer. A person who is 
not resident in India is a non-resident for purposes of tax. 

As far as companies are concerned, residence does not affect 
the rate of tax. All companies (whether resident or non-resident) 
are liable to tax at a flat rate on the whole of their total income. 

(2) X is a resident of Nepal. On 1st April 1960, he pur¬ 
chased house property worth Rs- 2,00,000 in Lucknow- He also 
advanced a sum of Rs. 1,00,000 to a Lucknow firm on the same day 
at 6% per annum interest. The house property fetches him a 
taxable income of Rs. 10,000 a year. 

According to the instructions of X, the rent and interest due 
to him are remitted by the tenants and the Lucknow firm direct to 
him in Nepal- 

When required to submit his return for purposes of income-tax 
assessment, X denies his liability to tax on the ground that the 
income is received by him direct in Nepal and the money was also 
advanced by him in that country and that he has no business connec¬ 
tion in India- 

How would you proceed with the assessment of X, and how 
can the tax, if any, levied on him be recovered ? 


Since the contracts with the tenants and the Lucknow firm 
have been made in Nepal and since the rent and interest are also 
payable there, the income from such rent and interest cannot be 
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said to accrue or arise in India ; but by virtue of section 42(1) such 
income is deemed to arise in India- Therefore X’s total income of 
Rs- 16,000 is liable to tax. The assessment of X would be made 
either in his own name or in the narcn ol his agent through whom 
he received the rents and interest- 

The Income-Tax Officer must s^rve on the resident person a 
notice of his intention of treitmg suffi peison as the ag*nt of X 
thus giving him an opportunity of being heird as to his liability- 
The person treated as the agent of X for purposes of income'tax 
has a right to deduct from payments die to X the amount of tax 
which he estimates he will have to pay on X’s Indian Income- 

When the tax payable by X has not been deducted at source 
or,when there is no resident agent from whom it may be recovered, 
any arrears of tax can be recover d from any assets of X which are 
or may at anytime come within India. There is no time limit to 
such recovery. 

In this case either the Lucknow firm or any of the tenants of 
X can be treated as his agent and the amount of tax due from X 
can be easily recovered from such agent. 

(3) B, an individual, who wants to go to Japan, applies to 
the Income-Tax Officer for a tax clearance certificate under section 
46A, and he furnishes the following information :— 

(a) B had gone to Japan on 1-4-1954 alter selling his 

dwelhng house in Calcutta and came to India after that 
for tli* fir.'it tim * on 1—10-1960 to attend th» marriage 
of his niece- He is staying WLth his brother at Luck¬ 
now, who is separate from him. He is to leave 
Calcutta ou 30-3-1961 by air for Japan. 

(b) B has a business in Japan from which his annual income 

is Rs- 20,000. While coming to India he brought with 
him Rs- 30,000 which is credited to his account in an 
Indian Bank. 

(c) A friend -of B, who happened to visit Japan, took a loan 

of Rs. 25,000 from B for purchase of some machinery. 
This loan was given in Japan on 1-8-1959 at the rate 
of 6% per annum. The friend purchased machinery 
worth Rs. 25,000 and had it shipped to India. Interest 
for the first year ended 30-4-1960 was remitted to B in 
Japan before he left for his visit to India- 

(i d ) While in India, B took up employment for two months 
at a monthly salary of Rs. 2,000. 

What is the residential status of B under sections 4A and 4B 
of the Income-Tax Act ? Is he liable to any tax ? If so, compute 
his total income. 

Whatwould be the procedure for giving him the tax clearance 
certificate and who would grant him the same ? 
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In the case of B the previous year would be the financial year 
ended 31st March 1961 and the assessment year is 1961-62. 

During the previous year 1960-61, B would be in India from 
1-10-1960 to 30-3-1961, i.e., for 181 days. He sold in house Jndia 
before 1-4-1954 when he left for Japan. During his visit to India 
in the previous year he is staying with his brother who is separate 
from him. B had therefore, no house in India during the previous 
year. 

The four years preceding the previous year 1960-61 are 1956- 
57 to 1959-60 during which B was never in India. 

After applying all tests laid down in section 4A, B is not 
resident in India for the previous year 1960-61. His total income 
for the assessment year 1961-62 will be as follows :— 



Rs. 

Salary (for 2 months earned in India) 

Other Souices : Interest on loan, which 

4,000 

does not arise in India but which is 


deemed to arise in India by virtue of 
section 42(1) 

1,500 

Total Income 

5,500 


The foreign income of a non-resident, even if it is brought 
into India, is not taxable. Therefore, Rs. 30,000 brought into 
India cannot be included in the total income of B. 

Grant of Tax Clearance Certificate. Ordinarily, non-resident 
who his not been assessed to tax should apply for such certificate 
to any of the Income-Tax Officers, Foreign Section, who will issue 
it after proper inquiry. In this case, since B has an assessable 
income in India, he shonld apply to the Income-Tax Officer having 
jurisdiction over the place where B earned his salary. The Income- 
Tax Officer will make the assessment and issue an authorisation to 
the Income-Tax Officer, Foreign Section, Calcutta, who shall then 
issue the necessary certifi ate to B. 

(4) To what extent does section 42 of the Indian Income-Tax 
Act enable the Indian Revenue authorities to assess the foreign 
business profits of a non-resident ? 


There appears to be considerable misunderstanding regarding 
the scope of section 42 of thi Indian Income-Tax Act as applied to 
f the foreign profits of a non-resident, i' does not seek to bring into 
the tax the net profits of non-residents which cannot reasonably be 
attributed to operations in India. It is only the income which 
accrues directly or indirectly through or from a business connection 
in India, that is deemed to accrue in India. Even when there is a 
business connection in India, the whole of the profits arising from 
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the business is not deemed to arise in India- Only that part of 
the profits, which can reasonably be attributed to the operations 
of the business carried on in India, is deemed to accrue in India. 

(5) It is alleged that even if there is no business connection 
between the foreign exporter and the Indian importer and the 
transactions between the two are as between one principal and 
another, the Indian authorities will tax the profiits on the ground 
that sale proceeds are received in India on the delivery of docume¬ 
nts- Is this correct ? 


No. Usually the non-resident’s shipping documents are 
discounted by banks in his country which send them for collection 
to a bank in India where they are delivered to the importer against 
payment or acceptance of the bills by him. In a such a case no 
attempt is made to assess the non-resident on the ground that the 
sale proceeds are received in India. Even if the documents are not 
discounted abroad, no attempts is made to assess any portion of the 
profits to Indian tax if the only operation carried on in India on 
behalf of the non-resident is the delivery of the shipping documents 
against payment or acceptance. 

Tax on Occasional Shipping 

The liability to tax on occasional shipping is governed by 
sections 44A, 44B and 44C, which provide as follows :— 

(1) These sections are applicable only where the steamship 
company (a) carries on business in India as the owner or charterer 
of a ship, (b) does not reside in India, and (c) does not employ an 
agent from whom the tax can be recovered under section 40(2) 
or section 42. In other words, these sections apply only to the 
taxation of tramp ships (i. e., passenger or freight vessels) which 
run on no regular lines and which only call occasionally at Indian 
ports. Such ships, unlike regular lines, are not likely to have any 
agents in India who can be taxed under the ordinary procedure. 
Hence a special device is enacted to levy assessment on tramps. 

(2) The tax is fixed by a rule of thumb method, namely : at 
one-sixth of the bookings of the ship in respect of passengers, live¬ 
stock or goods, shipped at the port since its last arrival. 

(3) The master of the ship is required to submit a return to 
the Income-Tax Officer showing the full amount paid or payable in 
respect of such bookings, and the Income-Tax Officer can cail for 
account books and documents from the master to verify the return. 
The ship will be permitted to clear out of the harbour only on 
payment of the tax, 

(4) The owner or charterer of the ship can, however, make a 
return of actual profits in the following year and ask for determina- 



ASSESSMENT OF DISCONTINUED BUSINESSES 459 


tion of his real tax liability on the basis of actual figures. The tax 
paid in advance will in that case be set off against the demand, and 
the excess.collection, if any, will be refunded. The Central Board 
of Revenue has issued instructions that such cases should be settled 
expeditiously, after receipt of the annual return of total income, 
and refund, if due, be allowed to the bankers of the claimant or any 
other person appointed by him as agent for this purpose. 

(5) If the owner of a tramp steamer wants to avoid provi¬ 
sional computation of income, it is also open to him to appoint an 
agent in India on whom the income-tax authorities may be able to 
make a regular assessment. In that event, he will however be liable 
to make advance payments of tax under section 18A just like any 
other ordinary tax-payer. 



CHAPTER 29 


ASSESSMENT OF DISCONTINUED BUSINESSES 


Discontinuance. 

The discontinuance of a business, profession or vocation means 
its complete closing down and the cessation of all its operations. 
There is no discontinuance if customers are merely notified that 
the business would be closed on a certain date but the business 
continues to be transacted, though it may be simply to complete the 
outstanding contracts. In the liquidation of a company there may 
be continuance of business. A business may be dormant and there 
may be littile doing; still the busness continues. Business is not 
confined to being busy. A business or a profession cannot be said 
to be discontinued so long as the proprietor is holding out for work. 

If a professional man such as a doctor or an accountant 
ceased to exercise his profession, there would be a discontinuance. 
Similarly, if some of the partners of a firm should agree to buy out 
the remaining partners, agreeing to realise all the outstandings and 
to discharge all the liabilities of the old firm, then there would be a 
discontinuance of the old firm, though the remaining partners may 
carry on the business in the same old business premises. 

Discontinuance denotes the disappearance of the business. 
A business may persist notwithstanding a change in the persons 
carrying it on, e. g., on the sale of a business. In such a case, the 
identity and continuity of the business is preserved, but there 
is a change of ownership. There is no discontinuance but there 
is a succession. There can be no discontinuance of a business when 
it is sold to another. A change in the ownership would not constitute 
a discontinuance, as for example, when a partnership is converted 
into a limited company. The question is not whether the business is 
discontinued or not discontinued by the particular owner thereof, 
but whether the business is wholly extinguished. 

When a single business is broken into several parts and divi¬ 
ded and carried on by its former owners severally, there would be 
a discontinuance. There can be no succession in part to a business. 
The two terms “discontinuance” and “succession'’ have well recog¬ 
nised meanings in in:ome-tax law. 


460 
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Illustrations 

(1) Where on partition the assets of a joint family business 
were split up- the joint family business no longer continued in exis* 
tence but was terminated, and there was therefore a discontinuance. 

(2) X was a solicitor of the Calcutta High Court. In 1924 he 
entered into partnership with another solicitor and on 1st March 
1944 he retired from his profession- By becoming a member of a 
firm of solicitors, X did not give up his profession of solicitor but 
really entered into a venture with other members of his profession 
in order to work jointly as solicitors, As a partner of the firm. X 
did practise as a solicitor from 1924 to 1944, and i n 1944 he discontb 
nued his profession. 

As regards the imposition of tax on a discontinued business, 
profession or vocation, a distinction is made between a business, 
profession or vocation that was at any time assessed under the In¬ 
come-Tax Act of 1918 and one that was not so assessed. 

(a) If not assessed under the 1918, Act Sections 25(1) and 
25(2) make the following provisions for the assessment of a discon¬ 
tinued business, profession or vocation which was never taxed under 
the Income-Tax Act of 1918 :— 

Under section 25(1), where such a business, profession or 
vocation is discontinued in any year, an assessment may be made in 
that assessment year on the basis of the income of the period between 
the end of the previous year and the date of such discontinuance in 
addition to the assessment, if any, made on the basis of the income 
of the previous year. In making such assessment, the rates of tax to 
be applied are the rates in force in the assessment year in which the 
discontinuance takes place. 

Seclion 25(1) imposes a liability of premature assessment of 
the assessee. It confers no benefit on him. The words of the 
section do not empower the Income-Tax Officer to make a cumulative 
assessment in respect of profits earned in two different accounting 
periods or entitle him to merge the profits of two years into one 
total sum. All that the section authorises the Income-Tax Officer 
to do is that it gives him an option to make a premature assessment 
on the profits earned up to the date of discontinuance in the year of 
discontinuance itself instead of in the usual assessment year. 

Thus, if a business whose previous year ends on 30th September 
is discontinued on 1st January 1961 then in the assessment year 
1960-61 an assessment may be made on the income of the period 
from 1st October 1961) to 1st January 1961 in addition to the assess¬ 
ment of the income of the previous year ended 3(Jth September 1959. 
The normal rule of assessing the income of one year has no applica¬ 
tion here because this provision is intended to make a final settle¬ 
ment between the assessee and the Government in case of the 
discontinuance of business, profession or vocation. 
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Under such circumstances, the income of a period of more 
than a year is taxed in one assessment year, and the assessment may 
be called a cumulative assessment. 

Section 25(2) requires that persons discontinuing a business, 
profession or vocation must give to the Income-Tax Officer a notice 
of such discontinuance within 15 days, otherwise they become liable 
to a penalty. 

(b) If assessed under the 1918 Act. Section 25(3) deals with 
the assessment of a discontinued business, profession or vocation 
that was at any time assessed under the Income-Tax Act of 1918. 

Under the Act of 1918 income-tax was levied on the income of 
the current year, i. e., the year of assessment; but as the income of 
that year could not be known till after the expiry of the year, the 
assessment was made on the basis of the income of the previous year, 
but after the close of assessment year an adjustment used to be made 
on the basis of the income of the assessment year. The Act of 1922 
introduced a change in this respect. Under section 3 of this Act, 
the income of the previous year is made the subject of the charge 
and tax is levied on the income of the previous year though it is a 
tax for the assessment year. On the passing of the Act of 1922, 
the previous system of assessment was kept alive for one year. 
The result was that for the year 1922-23, there were two assessments, 
one under the Act of 1922 on the income of 1921-22, and another 
under the old system by way of assessment on the income of the 
same year 1921-22. In other words, the income of the year 1921-22 
was assessed twice, once under the Act of 1918 and again under the 
Act of 1922. 

To remove this anomaly and in order to make the number of 
assessments tally with the number of years during which a business 
existed, section 25(3) of the Act ot 1922 provides that, when a 
business, profession or vocation, which has been taxed under the 
1918 Act, is discontinued, the assessee is entitled to the following 
reliefs : - 

(1) The income of the period from the end of the previous 
year upto the date of discontinuance is altogether exempt. This is a 
statutory relief for which no claim is necessary. The Income-tax 
Officer ought to grant it without asking. It is not time-barred. 

(2) The assessee is in addition entitled, at his choice, to have 
the profits of this period taken as the profits of the previous year 
and to claim to be taxed in respect of such previous year on the 
basis of the substituted profits. He would in consequence be entitled 
to have the assessment reopened if it had already been made in 
respect of the previous year’s income and to claim refund if such 
reopening leads to a lesser tax. If the assessment in respect of the 
previous year’s income had not been completed at the time, the 
assessee could ask the Income-Tax Officer to compute the tax on the 
income of this period from the end of the previous year to the date 
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of discontinuance, instead of on the previous year’s income, if that 
course happens to be favourable to him. The option lies with the 
assessee to have the income of this period substituted for the previous 
year’s income and if he does not avail himself of this option the 
Income-Tax Officer can only proceed to assess the previous year’s 
income in the usual manner. Such a claim must be made within 
one year from the date of discontinuance. 

The expression “end of the previous year*’ in sub sections (3) 
and (4) of section 25 means the end of an accounting year (a period 
of full 12 months) expiring immediately preceding the date of 
discontinuance or succession. This is the latest decision of the 
Supreme Court given in the case of C./ T. v. K. Srinivasan and K . 
Gopalan on 22nd December 1952. 

If a business, profession or vocation (charged under the 1918 
Act\ to which there has been a succession since 1st April 1939, is 
discontinued the two reliefs referred to above are not available, 
because they must have already been availed of at the time of succe¬ 
ssion and they cannot be given again. 

N. B. The concessions in section 25 (3) are to be given only 
in respect of the profits (as computed under section 10) of the 
particular business, profession or vocation which was assessed under 
the 1918 Act and not in respect of the total income of the assessee. 
This sub-section does not contemplate any relief in respect of any 
other sources of income of the assessee who was carrying on the 
business which was assessed to tax under the Act of 1918. Thus 
a company which was formed for the purpose of carrying on a 
business, but which was charged to tax only under the head “Interest 
on Securities’ 5 under the 1918 Act and not in respect of any busi¬ 
ness profits, cannot claim the benefit of section 25 (3). 

Illustration 

A doctor has carried on his profession since 1910 and was 
assessed under the Income-Tax Act of 1918. His accounting year 
ends on 31st March. On the discontinuance of his profession the 
position would be as follows 

(a) If he discontinues on 1st April 1961, the very opening day 
of the year of discontinuance, there is no interval of time between 
the end of the previous year and the date of discontinuance, and 
therefore the profits of this period would be nil. There is nothing 
to tax for this period and the grant of the first of the two reliefs, 
namely, the exemption from tax of the income up to the date of 
discontinuance, is of no use to the assessee. But the second of the 
two reliefs is valuable. The income for this period being nil, the 
assessee may require that the income of the entire previous year ended 
31st March 1961 be treated as nil and he would consequently be 
wholly exempt from tax The claim for this relief must be made on 
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or before 1st April 1962, i. e., within one year from the date of 
discontinuance. 

(b) If he discontinues at any time during the year, say, 
on 1st July 1961, the income earned during this broken period of 
three months would be wholly exempt from tax but this matter would 
arise for consideration only in the assessment year 1962-63- The 
assessee may, however, claim that the income of this period of three 
months be substituted for the income of the whole previous year 
ended on 3lst March 1961 and be taxed accordingly. Hence if the 
assessment proceedings for 1961-62 have not been completed before 
1st July 1961 the assessee may ask for this relief immediately, but 
if the assessment has been completed by then, he would have to file 
a separate application for the reopening of assessment, and this he 
must do on or before 1st July 1962. 

(c) If he discontinues on 31st March 1961 the last day of 
the accounting year, the income of the entire period from 1st April 
196) to 31st March 1961 would be exempt from tax. But this 
would be a matter arising for consideration in the assessment year 
1)61-62 win tus ii;on: fill> to be considered for tuition. In 
regard to the second of the two reliefs namely the substitution of 
the income of 195J-61 for the inceme of 195)-6'J and to be taxed 
accordingly, an ascertainment of the income for 1960-61 shall 
have to be made for the siiJ pur )ose, though such entire income 
is exempt from tax. Such ascertainment becomes necessary for 
the purpose of substituting it for t ic income of the previous year 
195)-S0. The applicatnn for the reopening of the assessment by 
reason of such substitution must be made on or before 31st 
March 1962. 

Succession. 

In order to determine whether there is succession to a business 
two factors have to be considered, namely : (i) whether the original 

business and the subsequent business are identical ; and (ii) whether 
there his been a continuity of the originil business. If the original 
business has ome to an end or has been discontinued, then the 
subsequent bnsiness, even though it may be identical with the first 
business, cinnet be locked upon as its successor because a successor 
must not only do the same business but must also continue the 
business to which it has succeeded. 

The reliefs granted to a discontinued business, profession oi 
vocation are extended by section 25(4) to cases of succession to 
such business, profession, or vocation if the succession has taken place 
after 1st April 1939. If the succession had taken place prior to 
1st April 1 ;39, no relief on the basis of succession was admissible. 
If the succession took place after 1st April 1949 the outgoing person 
would be entitled to the same reliefs as if he had discontinued the 
business on the date of the succession. 
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Therefore on a succession the predecessor can claim absolute 
exemption from tax in respect of the income from the end of the 
previous year up to the date of succession and may in addition, if he 
so chooses, claim that the profits of this period be substituted for 
the profits of the previous year and taxed accordingly. If tax had 
already been collected, he would be entitled to a refund, if necessary. 
Such a claim must be made within me year from the date of 
succession. 

Where a change takes place in the constitution of a firm on 
account of the death or retirement of a partner or the introduction 
of a new partner, such a change constitutes a succession and the 
above reliefs would be available. But a mere change in the profit- 
sharing proportions of the partners during the currency of the 
partnership, the personnel of the firm remaining unchanged or a 
minor admitted to the benefits of partnership attaining majority and 
becoming a partner thereafter , would not entitle the firm to the 
above reliefs, because in these two cases there is a mere change in 
the constitution of the firm. 

For the application of section 26(2) or section 25(4), it is not 
essential in every case that the successor firm should have mathema¬ 
tically the same extent of business as the predecessor firm or that 
it should have taken over the same extent of trade or the same 
set of customers as belonging to the predecessor firm, nor does 
it mean that the successor firm should have taken over all the 
different businesses which the predecessor firm had carried on. It 
is sufficient if there is substantial identity or similarity in the nature 
and extent of the activities carried on between the two firms. 

Illustrations 

(1) A firm consisted of three partners, A, B and C. It was 
taxed under the Income-Tax Act, 1918. The constitution of the 
firm changed fiom time to time till 1939 when C, K. and L. the then 
partners, executed a deed of partnership. In 1947 the partner¬ 
ship was converted into a limited company. As the business of the 
firm continued right from its inception till 1947 there was a succes* 
sion in 1947 when the company was formed and the assessee was 
entitled to relief under section 25 (4) (C. /. T. A. W, Figgis & Co. 
and Others .) 

(2) A firm carrying on business consisted of four partners* 
The deed of partnership empowered each of the partners to exercise 
the right oi dissolving the partnership at will. One of the partners 
gave notice and severed his connection with the firm and commenced 
a new business of his owa. His share in the profits and assets 
was paid to him partly in cash and partly by allotting to him a 
shop owned by the firm- The remaining three partners continued 
to carry on the same old business under the old firm name, 

30 
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It was held that the old firm stood dissolved as a result of the notice 
giyfen by the partner and the new firm consisting of the remaining 
thrde partners must be treated as a different person. There was, 
therefore, a succession to the busiress within the meaning of 
section 25(4). 

Super-Tax. The reliefs referred to above apply only to 
income-tax. They are also available for super-tax where the 
i}S$es$ment for super-tax was made for the first time for the year 
beginning with 1st April 19213 or 1st April 1921, The Super-Tax 
Act of 1920 came into force on 1st April 1920, and hence the 
Reference to the year beginning on 1st April 1920 pr the next year 
beginning on 1st April 1921. If any assessee was charged to super¬ 
tax prior to 1st April 1920 he would not be entitled to any relief 
ffpm super-tax. 

Companies. The above reliefs are not available to companies 
that were charged under the Income-Tax Act of 1886, because they 
were not charged in the first year of their life, and hence the extra 
assessment in 1922-23 on account of the Income-Tax Act of 1922 
has already been relieved by the assessments under the 1886 Act. 
Therefore no further relief is necessary. 

Note. The relief under section 25(4) is granted only once 
i d, m respect of the first succession after 1st April 1939, and it is 
restricted to the person who was carrying on the business as on that 
date. If he does not avail himself of the relief, his successor cannot 
claim it Whetiever he is succeeded by someone else. It should how¬ 
ever be noted that the person carrying on the business on 1st April 
1939 is entitled to the reliefs on account of discontinuance or succes¬ 
sion, though he himself might have succeeded to the business on an 
earlier occasion. 

Period of Limitation. Under section 25(5), no claim for 
relief on aceont of discontinuance or succession shall be entertained 
unless it is mide before the expiry of one year from the date of 
discontinuance or succession. The period of limitation refers only 
to the relief by wiy of adjustment of the tax levied on the income of 
the previous yeir and the consequential refund (if any) for which the 
assessee has to mike a claim Tns period of limitation does not 
apply to the exemption from lax of income of the period between 
the end of the previous yeai to the date of discontinuance or succes 
sion, which is a statutory relief for which the assessee need not 
make a claim. 

It is considered that sections 25(3) and (4) have been used very 
freely for the avoidance of tax. Whenever an assessee has a highly 
profitable year, he resorts to some trick to show that the business 
has been either closed down or succeeded to and pays no tax on 
the enormous profits earned. Very often he may actually close 
down the business or convert a proprietary concern into a company. 
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a Hindu undivided family into a firm, etc., because so much tax can 
be saved thereby. 


illustrations 

(1) A Hindu undivided family was assessed for 1960-61 on 
an income of Rs. 50,000 from business for the calendar year 1959. 
It commenced business in 1916 and has always been assessed since 
then- At the time of the assessment tor the year 1961-62 it is 
claimed that the family disrupted on 30th June 1960 and converted 
itself into a partnership consisting of the members of the disrupted 
family. A claim is also made for all the benefits available under 
the Income-Tax Act. The partition is accepted as from 3Jth June 

1960 and income for the period up to that date is determined to be 

Rs. 30,000. You are required to complete the assessment of the 
family* Under what section of the Income-Tax Act would you 
proceed ? -- ■ 

In this case the provisions of section 25(4) are applicable in 
as much as the Hindu undivided family, which was assessed under 
the 1918 Act is succeeded to the business by a firm* Accordingly 
the income of Rs- 30,000 for the period of six months ending 30th 
June 1960 will be exempt from income-tax, (but not from super-tax, 
it being assumed that the family was not assessed to super-tax, for 
the first time in the year 1920-21 or 192L-22T. The assessee will 
also be entitled to have this figure of Rs. 30,000 substituted for the 
business income of Rs. 50,000 determined for the assessment year 
1960-61 if it so claims before 30-6-1961. Therefore it will be 
entitled to a refund of the difference of income-tax resulting from 
the substitution of Rs. 30,000 for Rs* 50,000 for the assessment 
year 1960-61- 

(2) A and B were equal partners in a business which has 
been in existence since 1912 and which has |oeen assessed under the 
Income-Tax Act of 1918. The income of the business then being 
small, no super-tax was paid by them. They paid super-tax for the 
first time in the assessment year 1929-30. 

During the accounting year commencing on 1st April 1960 A 
died on 30th September 1960, on which date B admitted into the 
business as partners the two sons of A, namely, C and D, giving 
each a quaiter share. 

The income of the firm for the previous year ended 3lst, March 

1961 has been determined at Rs- 4,00,000 and the firm’s assess¬ 
ment is made on the footing of a registered firm. The partners 
had income from other sources during the same period/and the$e 
were : 

A*s Estate : For the first six months dividends Rs. 20,000 
and ground rent Rs. 5,000. For the last six months divi¬ 
dends Rs, 15,000 and ground rent p.s. 12,001). 
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B—He suffered a loss of Rs. 20,000 in silver business. 

C—His share of loss in an unregistered firm amounted to 
Rs. 20*000. He paid life insurance premium amounting 
to Rs. 800- 

D—Ground rent Rs. 6,000 and directors’ fees Rs- 2,000. 

You are required to prepare the respective tax liabilities of 
( i ) the Estate of A deceased, ( ii ) B, ( iii ) C and ( iv ) D for the 
assessment year 1961-62. Do not calculate the actual amount of 
tax payable. 

(i) The estate of A deceased is liable to tax only in respect of 
the income earned by A up to the date of his death. The income 
from 1st October 1960 to 31st March 1961 belongs to A’s legal 
representative who will be liable to pay tax thereon. 

1 The assessment in respect of A’s income will be made on his 
legal representative. As regards his share of income from the firm 
for the first six months of the accounting year 1960-61 (i.e- 
Rs. 1,00,000), he is entitled to the following reliefs by virtue of 
section 25(4) :— 

(a) Rs. 1.00,000 is exempt from income-tax and will not be 

included in the total income for income-tax purposes. 
It is, however, liable to super-tax and will be included 
in the total income for super-tax purposes, because the 
firm was not assessed to super-tax in the year beginn¬ 
ing 1st April 1920 or 1921. 

(b) If his share of the firm’s income for the previous year 

1959-60 was more than Rs- 1,00,000, A’s representative 
can ask the Income-Tax Officer to substitute Rs. 1.00,000 
in place of A's share of the firm’s income for the 
previous year 1959-60 and can claim refund if A's 
assessment for the assessment year 1960-61 has already 
been completed before his death. The claim for this 
concession must be made before 30th September 1961. 

A’s total income for income-tax purposes is therefore only 
Rs. 25,000 (Rs. 20,000 dividend and Rs. 5,000 ground rent) and his 
total income fm super-tax is Rs- 1,25,000. 

tit) B’s share of income from the firm for the previous yeai 
1960-61 is Rs. 2,00,000 and he has suffered a loss of Rs. 20,000 in 
another business. Therefore his total income is Rs. 1,80,000. 

(iii) C’s share of income from the registered firm is 
Rs* 50,000. He is not allowed to set off his share of the unregistered 
firm’s loss against his income from the registered firm. His total 
income is therefore Rs* 50,000. He is entitled to get a rebate of 
income-tax (but not of super-tax) on Rs. 800 'on account of life 
durance premium at the average rate of income-tax. 
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(iv) D's share of income from the registered firm is Rs.50,000 
and his total income is Rs. 58,000. 

Note i If the two sons of A are entitled to the income of 
Rs. 27,000 earned after A’s death, then the appropriate share of B 
and C each in that income will also be taxed in his hands along 
with his other income. 

(3) During the year ended 31st March 1961 X had an income 
of Rs. 19,000 from property, Rs. 27,000 from salary and Rs. 20,000 
from a registered firm in which he was an active partner. The firm 
in which he was a partner discontinued its business on 31st Decem¬ 
ber 1950, after having continuously carried it on from 1st April 
1961. Indicate how the tax due from X for the assessment year 
1961-62 will be calculated- 


Calculation of income-tax : 

The income from the firm will be excluded from the total 
income of X under the operation of section 25(3) in view of the 
decision of the Bombay High Court in C. J. T. v. N, M. Raiji . His 
total income will be as follows •— 

Rs. 

1. Salary 27,000 

2. Income from Property 19,000 

Total Income 46,000 

On Rs.27,000 income-tax will be charged at the rate applicable 

to an income of Rs. 46,000 under the Finance Act of 1960 and 
income-tax on Rs. 19,000 will be charged at the rate applicable to 
an income of Rs. 46,000 under the Finance Act, 1961. 

Calculation of Super-tax : 

Assuming that the firm was not assessed to super-tax for the 
first time in 1920-21 or 1921-22 the income from the firm will not 
be exempt from super-tax- The total income of X for super-tax 


purposes will be as follows 

Rs. 

1. Salary 27,000 

2. Income from Property 19,000 

3. Share of income from firm 20,000 

Total Income 66,000 


On the salary income of Rs. 27,000 super-tax will be charged 
at the rate applicable to an income of Rs- 66,000 under the Finance 
Act of 1960 and super-tax on Rs. 39,000 will be charged at the rate 
applicable to an income of Rs.65,000 under the Finance Act of 1961, 
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(4) What reliefs are admissible under section 25 (3) and 23(4) 
of the Indian Income-Tax Act ? 

X Co. Ltd- was formed for the purpose of carrying on business 
in chemicals. It was charged under the Indian Income-Tax Act, 
1918, on its income only under the head “Interest on Securities’*. 
The business of the company was taken over as a going concern 
on 1-9-1960 by Y Co. Ltd. The first named company observed the 
financial year as its accounting year. For the period from 1-4-1960 
to 31-8-1960 it derived income as under *— 

Rs. 

(a) Interest on securities (Gross) 3,000 

lb) Business Profits 30,000 

(c) Dividends (Gross) 5,000 

Compute the total income of X Co. Ltd. for the period 
1-4-1960 to 31-8-1960 indicating what relief (if any) it is entitled 
to under section 25(4) of the Indian Income-Tax Act. 


Reliefs under section 25 (3) and 25 (4) : 

Section 25(3) provides certain reliefs on the discontinuance of 
a business, profession or vocation and section 25 (4) provides similar 
reliefs when there is a succession to it- 

When a business, profession or vocation, which was charged t 0 
tax under the Indian Income-Tax Act 1918, is discontinued or there 
is a succession to it after 1st April 1939, section 25(3) and 25(4) 
give the following tax reliefs to such business, profession or voc a . 
tion. These reliefs are, however, available only in respect Q r 
the -business income if it was taxed under the 1918 Act and not i 1 2 
respect of any other income that might have been taxed unde 1 !, 
that Act. 

1. The profits of the period from the end of the previous year 
to the date of discontinuance or succession are exempt from income- 
tax and are not to be included in the total income. The previous 
year means the completed year of account which ended immediately 
before the date of discontinuance or succession. This is a statutory 
relief for which no claim is necessary. The Income-Tax Officer 
will grant it without making. It is not time-barred. 

2. In addition, the assessee is entitled, at his option, to have 
the profits of this period substituted for the profits of the previous 
yc;ar and to claim to be taxed in respect of such previous year on 
the basis of the substituted profits. He would be entitled to have 
the assessment of the previous year reopened if it had already been 
made and to claim a refund if such reopening leads to a lesser tax. 
Such a claim must be made within one year from the date of discon¬ 
tinuance or succession 



ASSESSMENT OF DISCONTINUED BUSINESSES 474 


3. The above reliefs apply only to income-tax* They are 
also available for super-tax where the assessment for super-tax was 
made for the first time in the assessment year 1920-21 or 1921-22. 

These reliefs are given only once in respect of a business, 
profession or vocation which was charged under the 1918 Act, The 
benefit of section 25(4) can be claimed only once, namely, on the 
occasion of the first succession after 1st April 1939. If the trans¬ 
feror of a business gets relief under section 25(4), the transferee 
is not entitled to any relief under section 25(3) if and when the 
business is discontinued. 

Total Income of X Co. Ltd. ■ 

Rs. 

1. Interest on Securities 3,000 

2. Business Profits 30,000 

3. Dividends. 5,000 

Total income for period 1-4-1960 to 31-8-1960 38,000 

When the business of X Co. Ltd. is succeeded to by Y Co. 
Ltd., X Co. Ltd- is not entitled to any relief under section 25(4), 
because its business profits were not taxed under the Indian Income- 
Tax Act, 1918. 

(5) In the following circumstances who is responsible for 
payment of taxes and to whom the notices in respect of pending 
assessment, if any, should be issued— 

(a) After the death of ail individual. 

lb) After the disruption of a Hindu undivided family. 

(c) After a company goes into liquidation. 

(d) After the dissolution of a partnership. 

(e) When the assessee is a minor or a lunatic. 

(a) After the death of an individual, his executor, adminis¬ 
trator or other legal representative is liable to pay taxes due from 
the deceased to the extent to which the estate is capable of meeting 
the charge. All notices should be addressed to him and he shall be 
treated as an assessee for all intents and purposes. 

(b) In the case of partition of a Hindu undivided family, the 
Income-Tax Officer has to make an assessment of the total income 
of the family up to the date of partition as if no partition had taken 
place- If the family had continued the notices would have been 
served on the karta. The same procedure should be followed. 
After the assessment is complete and tax payable is determined, 
each member will be called upon to pay his proportionate share of 
tax. All the members are, however, jointly and severally liable 
for the payment of taxes. 
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(c) AfteT the company goes into liquidation, the liquidator of 
the company will be responsible for payment of the tax and the 
notices should be addressed to him and he will be treated as the 
piincipal officer of the company. 

(d) In the case of dissolution of a firm every person who 
was at the time of dissolution a partner of such firm shall be jointly 
and severally responsible for payment of taxes in respect of the 
income of the said firm- The assessment has to be made on the 
firm in the same way as if it was still in existence and notice served 
accordingly. 

(e) In the case of a minor or a lunatic, the guardian or 
trustee, who is entitled to receive oi is in receipt of income on 
behalf of the minor or the lunatic, shall be responsible for payment 
of tax and the notices have to be served on such guaidian or 
trustee* The tax so recovered will be the same as would have 
been recoverable if the assessment had been made on the minor or 
lunatic direct. 

The Hindu undivided family of Ramchand & Sons have been 
income-tax assessees ever since 1918. For the assessments from 
1918-19 to 1924-25, they had income from cloth business and 
moneylending. In 1925 they started business in brasswares and in 
1940 they also added a general provision store to their other busi¬ 
nesses- They adopted the Diwali year for their accounts, 

On closing their accounts for the Diwali year ended 30-10-1959, 
they decided to partition their joint family- The cloth business 
was retained by Ramchand and each of his three sons took one of the 
other businesses of moneylending, brassware and general provision 
store. From 1-11-1959 each of them maintained separate accounts 
for the business taken over by him* 

In connection with the family's assessment for 1960-61, the 
Income-Tax Officer accepted its claim that the family was parti¬ 
tioned with effect from 1-11-1959 and completed the assessment for 
1960-61 in the usual way. The assessment was com leted in June 
1960 and the demand was fully paid in July I960. 

In September 1960, the divided members of the family put in 
a petition under section 25(4) claiming that they should be given 
the relief admissible to them under section 25. 

Discuss whether the assessment for 1960-61 was in order, 
what relief is due to the assessees in this case, and how you will 
deal with their claim under section 25(4). 

As the partition of the family with effect from 1-11-1959 was 
accepted by the Income-Tax Officer, the business carried on by the 
family till then has either been discontinued or succeeded to from 
that date. One High Court has held that it is a case of disconti¬ 
nuance 1 20 IT .R.238), while another High Court has held that it 
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a case of succession (14 LT.R. 191). Whether it amounts to a dis¬ 
continuance of the family business or a succession thereto, the 
assessees are entitled to the relief provided Ly section 25(3) or 
25(4), 

As the discontinuance or succession took piece on the first day 
of the succeeding year, there is no income during the broken period 
from the close of the previous year to the date cf d scontinuance or 
succession* Therefore, the first pait of the n-lief given by sub¬ 
section (3) or (4) of section 25 is nil in this case. The second part 
of the relief has necessarily to be given only cn specific application 
by the assessees. Hence, the assessment made by the Income-Tax 
Officer for 1960-61 is quite in order, as the business continued up to 
the end of the previous year- The question of any relief under 
section 25 will arise only in connection with the 1961-62 assessment. 

As the assessees have applied within time for the second part 
for of the relief, the income of the broken period has to be substituted 
for the income of the previous year. This would mean that the income 
to be taken for the 1960-61 assessment of the family in Tespect of 
business which suffered tax under the 1918 Act, namely : the cloth 
business and moneylending, will be nil. Therefore, the assessment 
for 1960-61 will have to be revised by reducing the income from 
cloth and moiuylending businesses to nil and the excess income-tax 
paid will have to be refunded to the assessees. This revision will 
pertain only to income-tax assessment and not to super-tax assess¬ 
ment except where the income from the two businesses of cloth 
and moneylending has been assessed to super-tax for the first time 
either in the year 1920-21 or 1921-22. 
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The Income-Tax Act relates both to income-tax aud super-tax. 
It deals merely with the basis, the methods and the machinery of 
assessment. It does not contain a schedule of rates at which tax is 
to be charged. The rates of tax are determined by the Finance Act 
passed annually by Parliament in March or April. Should the 
passing of the annual Finance Act be delayed the tax is charged, 
under section 67B, according to the rates fixed by the Finance Act 
of the preceding year or according to the rates proposed in the 
Finance Bill then pending before Parliament, whichever is more 
favourable to the assessee. 

There are two methods of computing income-tax on the income 
chargeable, namely : the step system and the slab system. Under 
the step system, income-tax at the rate applicable to the total income 
has to be paid on the whole amount of the total income and the rates 
of income-tax prescribed for different amounts of total income are 
different, the higher the income, the higher the rate. This system 
was in vogue prior to 1st April 1939 when it was abolished. Under 
this system an injustice is done to those assessees whose total income 
just exceeds the limit where the rate changes. To avoid this hard¬ 
ship a marginal relief was granted. 

To do away with the hardship, injustice and the inequitable 
results of the step system of taxation, the Finance Act of 1939 
introduced a new and more equitable system of taxation known as 
the slab system. Under this system, successive slabs or slice of 
income are charged at progressively higher rates of tax, the first 
slice bearing no tax whatever. 

Rates of Income-Tax 

For the assessment year 1961-62, the following rates of income- 
tax have been fixed by the Finance Act, 1961. 

(l) For individals, Hindu undivided families and unregistered 

firms : 

In the case of every individual who is married and every Hindu 
undivided family whose total income does not exceed Rs. 20,COO; 
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(a) 

(b) 

(c) 

Of total income 

Rs. 

Rs. 

Rs. 

CD 

On 

the 

first 

3,000 

3,300 

3,600 

(2) 

On 

the 

next 

2,000 

1,700 

1,400 

(3) 

On 

the 

next 

2,500 

2,500 

2,500 

(4) 

On 

the 

next 

2,500 

2,500 

2,500 

(5) 

On 

the 

next 

2,500 

2,500 

2,500 

(6) 

On 

the 

next 

2,500 

2,500 

2,500 

(?) 

On 

the 

next 

5,000 

5,000 

5,000 


Rate 


Nil 

3% 

6 % 

9 % 

11 % 

14 % 

18% 


Column (a)=Where the individual has no child dependent on him or 
where the Hindu undivided family has no minor 


coparcener. 

(b)=Where the individual has one child dependent on him 
or where the Hindu undivided family has one minor 


coparcener. 

(c) = Where the individual has more than one'child depen¬ 
dent on him or where the Hindu undivided family has 
more than one minor coparcener. 


In the case of every individual who is not married and every 
individual or Hindu undivided family whose total income in either 
case exceeds Rs. 20,000 and in the case of every unregistered firm or 
other association of persons : 

Rate 

(1) Oil the first Rs. 1,000 of total income Nil 

(2) On the next Rs. 4,000 of total income 3% 

(3) On the next Rs. 2,500 of total income 6% 

(4) On the next Rs. 2,500 of total income 9% 

(5) On the next Rs. 2.500 of total income 11% 

(6) On the next Rs. 2,500 of total income 14% 

(7) On the next Rs. 5,000 of total income 18% 

(8) On the balance of total income 25% 

The expression ‘married individual’ includes widowers and 
widows. It also includes persons who were married at any time but 
whose marriages have been dissolved (e. g., by divorce), provided^ they 
have children to support. Whether a person is married or not should 
be determined by reference to the position on the last day of the 
previous year. 

According to the above rates, there is a personal allowance of 
Rs. 1,000, a marriage allowance of Rs. 2,000 and a children’s allow¬ 
ance at Rs. 300 per child for two children. The marriage and 
children’s allowances are admissible only in the case of persons whose 
total income does not exceed Rs. 20,000. 


Exemption Limit. No income-tax is payable on a total income 
which does not exceed the limits specified below. There is also 
provision for marginal relief which is as follows 
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(a) The income-tax payable shall not exceed half the amount 

by which the total income exceeds the exemption limit— 
see illustration (2) in this chapter. 

(b) The income-tax payable by a married individual or a 

Hindu undivided family, whose total income exceeds 
Rs. 20,000, shall not exceed the aggregate of (i) income- 
tax payable on Rs. 20,000 and (ii) half the amount by 
which the total income exceeds Rs. 20,000-see illustra¬ 
tion (4) in this chapter. 

The exemption limits referred to above are as follows :— 


(a) Rs. 6,000 in the case of every Hindu undivided family 
which, at the end of the previous year, satisfies either of the following 
two conditions, namely : 


(i) That it has at least two members entitled ;to claim partition 
who are not less than 18 years of age ; or 
(ii) That it has at least two members entitled to claim partition 
who are not lineally descended one from the other and 
who are not lineally descended from any other living 
member of the family. 


(b) Rs. 3,000 in every other case. 

The Hindu Women’s Rights to Property Act, 1937, confers 
upon the widow an interest in the share of her husband. She is 
therefore entitled to claim partition of the family properties. 


Illustrations 


(1) A and his two sons (B and C) are members of a Hindu 
undivided family. 

If both B and C are not below 18 years of age, the exemption 
limit is Rs. 6,000. 

If C below 18 years of age, the exemption limit is still 
Rs. 6,000. 

If both B and C are below 18 years of age, the exemption 
limit is only Rs. 3,000. 

If A died but his widow was alive and both the sons were 
below 18 years of age, the exemption limit is Rs. 3,000. 

If A died but his widow was alive and B was not below 18 
years of age, the exemption limit is Rs. 6,000. 

If both A and his widow were dead and both the sons were 
below 18 years of age, the exemption limit in Rs. 6.000. 

(2) A had two sons (B and E), B had two sons (C and D) and 
E also had two sons (F and G). A and E and their wives all died- 
The Hindu undivided family now consists of B, C, P, F uud Q , 
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If any one from C, D, F and G is over 18 years of age, then he 
along with B (who must be over 18 years of age, because he 
has two sons) are entitled to claim partition. Therefore 
exemption limit is Rs. 6,000. 

If C, D, F and G are all below 18 years of age, the exemption 
limit is still Rs. 6,000, because there are two members 
entitled to claim partition (namely* F and G) who are 
neither lineally descended one from the other, no are they 
lineally descended from any other living member of the 
family- 

(3) Is the higher exemption limit admissible to a Hindu 
undivided family as described below ? 

(a) A mitakshara family consisting of a father and his 

minor sons. 

(b) Two orphan minor brothers whose father and grand¬ 

father are dead. Will it make any difference if the 
widowed mother of the brothers is alive ? 


( 0 ) A Mitakshara family consisting of a father and his 
three minor sons does not satisfy either of the two conditions laid 
down for claiming the higher exemption limit because two members 
are not of 18 years of age and also the three brothers tiace their 
descent from a living member of the family. 

(6) The word 'orphan’ means a child bereft of one parent 
or of both parents. It is assumed that the two minor brothers are 
bereft of both parents. The two orphan minor brothers whose 
father and grandfather are dead do not satisfy the first condition, 
but they do satisfy the second condition for claiming the higher 
exemption limit. The second condition is that the family has at 
least two members entitled to claim partition, neither of whom 
is a lineal descendant of the other and both of whom are not 
lineally descended from any other living member of the 
family- 

It will make a lot of difference if the widowed mother of the 
brothers is alive. In that case, they do not satisfy the second 
condition as well and the family is not entitled to the higher 
exemption limit- A son or a grandson is a ‘lineal descendant’ of 
his motliei 01 grandmother, 1 espeotively, irrespective ut tile 
question whether the mother or the grandmother f, ould form a 
line of succession in Hindu law (29 /• T. R. 165). 

(4) A Hindu undivided family consisted of (i) N, a widow, 
( 11 ) B, her son, (iii) G, a widow of a predeceased son* and (iv) S, 
a grandson of N and son of G. Is the family entitled to the higher 
exemption limit ? 

For the reasons given in illustration (3), the family is not 
enittled to the higher exemption limit, because B and S, who arg 
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entitled to claim partition, are lineal descendants of their mother 
or grand nother (39 /. T. R. 303). 


Surcharge on Income-Tax. The surcharge on income-tax is 
divided into two categories :— 

(a) General surcharge for the purposes of the Union consis¬ 

ting of a basic surcharge of 5% of the income-tax on 
the total income and an additional surcharge of 10% 
of the income-tax on earned income in excess of Rs. 
1,00,000 ; and 

(b) Special surcharge at 15% of the income-tax on unearned 

income, the proceeds of which are included in the 
divisible pool, i. e., which is to be distributed amongst 
the States. 

For the purpose of calculating the special surcharge, the 
unearned income is to be considered to belong to the slab in which 
the earned income ends and to higher slabs where necessary—see 
illustration (5) in this chapter. 

No surcharge is levied if the total income of an individual 
does not exceed Rs. 7,5,00 and that of a Hindu undivided family 
Rs. 15,0J0. There is also a relief from surcharge on dividends on 
equity shares up to Rs. 1,500 over and above the limits of Rs. 7,500 
and Rs. 15,000. 

For surcharge also, there is a provision for marginal relief. A 
general surcharge or a special surcharge or both of them taken 
together should not exceed half the amount by which the total income 
exceeds the exemption limit for surcharge as stated above. In 
computing the general surcharge of 5%, the marginal limit of 
Rs. 7,500 should be applied ; and in computing the special surcharge 
of 15%, the marginal limit of Rs. 9,000 should be applied where 
the total income includes dividends of Rs. 1,50) or more on equity 
shares. The sum total of these two surcharges, after applying the 
marginal limits to each of them, should further be restricted to 
half the excess of the total income over Rs. 7,500—see illustrations 
(6) and (7) in this chapter. 

(2) For local authorities ; 

The rate of income-tax is 30% (with a surcharge of 5% thereon) 
on the whole of total income, whatever its amount may be. 

(3) Maximum Rate : 

In certain cases, under the provisions of the Indian Income-Tax 
Act, income-tax is to be charged at the maximum rate. The maxi¬ 
mum rate of income-tax is 25% (with a surcharge of 20% thereon) 
on the whole of the total income. 
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Cases where income-tax is to be charged at the maximum rate 
are those of non-residents who have not filed declaration for assess¬ 
ment on the basis of rate applicable to total world income and of 
trustees, managers or receivers where the income is not specifically 
receivable on behalf of any one person or where the individual 
shares of beneficiaries are indeterminate or unknown. 

(4) For companies : 

The rate of income-tax is 20% (without any surcharge) on the 
Whole of total income, whatever its amount may be. 

(5) For registered firms : 

On the first Rs. 40,000 of total income ... Nil 

On the next Rs. 35,000 of total income ... 5% 

On the next Rs. 75,000 of total income ... 6% 

On the balance of total income ... 9% 

Salary Income. In making an assessment for the assessment 
year 1961-62, any salary included in the total income of an assessee 
(other than a company) is chargeable to income-tax at the rates 
applicable to the assessment year 1960-61 while the balance of the 
total income is chargeable to income-tax at the rates applicable to 
the assessment year 1961-62. 

Exempted Income. Where the total income of an assessee 
includes an income which is exempt from income-tax and/or super¬ 
tax, the income-tax and super-tax are first calculated on the total 
income, and then a rebate of income-tax and/or super-tax is allowed 
therefrom at the average rate of income-tax and super-tax. 

Capital Gains. A company has to pay income-tax on the 
capital gains at the rate applicable to it along with income-tax on 
its other income. It has to pay super-tax on capital gains at the 
rate of 10 per cent and super-tax on other income at the rate appli¬ 
cable to it. Prior to 1st April 1960, super-tax was not chargeable 
at all on the company’s capital gains. 

In the case of non-company assessees, no super-tax is payable 
on capital gains, while the income tax payable on capital gains and 
no other income is calculated in the following manner :— 

(a) The rate of income-tax payable on capital gains is related 
to the other income of the assessee♦ One-third of 
capital gains is added to the other income, and the 
income-tax rate applicable to the sum so arrived at 
is the rate at which the whole of the capital gains is 
charged to income-tax. But in no case is the income- 
tax on capital gains to exceed half of the amount by 
which the capital gains exceed Rs. 5,000. This is the 
marginal relief. 
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Moreover, no income-tax is levied on capital gains if 
(i) the capital gains do not exceed Rs. 3,000, or (ii) the 
total income including the capital gains does not exceed 
Rs. 10,000. 

(b) The income-tax and super-tax payable on other income is 
calculated on the total income minus the capital gains. 


Super-Tax ^ 

According to section 55, super-tax is an additional duty of 
income-tax, levied in respect of the total income of the previous 
year. It is chargeable on an individual, Hindu undivided family;' 
company, local authority, unregistered firm and other association of 
persons. 

A registered firm is not assessed to super-tax, but the partners 
of such a firm are assessed to super-tax on their partnership profits 
along with their other income. An unregistered firm which, undei 
section 23(5)(b), has been assessed in the manner applicable to a 
registered firm, is treated like a registered firm for super-tax pur¬ 
poses as well. 

Ordinarily a company has to pay both income-tax and super¬ 
tax on its entire income, including any dividends received by it from 
other companies in which it may hold shares. However, with a 
view to encouraging companies to invest funds in certain basic* 
industries in India, section 56A provides that dividends received by 
a company (whether is India or foreign) from an Indian company,/ 
started after 31st January 1952 will be exempt from super-tax if the 
dividend-paying in Indian company^ engaged wholly or mainly in . 
certain specified industries. This exemption is also available fo* u: 
dividends de;iared on fresh capital issued by existing companie^ 
after 28th February 1953 for the purpose of acquiring funds for \ 
increasing their production or for starting a separate unit for the ' 
production of any one or more of the specified items. 

Charitable Donations. A charitable donation is exempt fronF 
both income-tax and super-tax in the case of all assessees other than 1 
companies. In the case of companies such donations are exempt^ 
only from income-tax but not from super-tax. In all cases such'"" 
donations are, however, included in the total income and a rebate, 
of income-tax and super-tax is allowed at the average late. ^ 

Rates of Super-Tax 

For the assessment year 196L-62, the following rates of super¬ 
tax have been fixed by the Finance Act, 1961 

(I) For individuals, Hindu undivided families and unregistered firms ; 

Rate 

(1) On the first Rs. 20,000 of total income Nil 
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(2) On the next fts. 5,000 of total income 5% 

(3 ) On the next Rs. 5,000 of total income 15% 

(4) On the next Rs. 10,000 of total income 20% 

£5) On the next Rs. 10,000 of total income 30% 

(6; On the next Rs. 10,000 of total income 35% 

(7) On the next Rs. 10,000 of total income 40% 

,3) On the balance of total income 45% 


Surcharge on Super-Tax. The surcharge on super-tax (like the 
surcharge on income-tax) is as follows :— 

(a) General surcharge at 5% of the super-tax on total income 

and an additional surcharge of 10% of the super-tax on 
earned income in excess of Rs. 1,00,000 ; 

(b) Special surcharge at 15% of the super-tax on unearned 

income. When an assessee’s total income includes both 
earned and unearned income, the unearned income is 
considered to belong to the slab in which the earned 
income ends and to higher slabs where necessary. 

(2) For local authorities : 

The rate of super-tax is 16% on the whole of the total income 
vfith a surcharge of 12£% on such super-tax. 

For co-operative societies : 

The rates of super-tax are : On the first Rs. 25,000 of total 
come—Nil ; on the balance of total income—16%. There is a 
a^-charge of 12J% on such super-tax. 

;4) For companies : 

The basic rate of super tax is 55 per cent, which is subject to 
abates depending on certain circumstances relating to each 
ompany. The effective rates applicable to companies (which do 
"Ot make bonus issues) are as follows : 



Col. 1 

Col. 2 

Col. 3 

On dividends received from : 

. a subsidiary Indian company formed 

% 

0 / 

/o 

% 

and registered before 1-4-1961 ... 

!. an Indian company, other than a 
subsidiary, formed and registered 

10 

10 

10 

on or after 1-4-1959 

L an Indian company, other than a 
subsidiary, formed and registered 

15 

20 

20 

before 1-4-1959 

31 

20 

25 

43 
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B. On royalties received by a foreign 

company (which does not declare 
dividends in India) from an Indian 
concern in pursuance of agreement 
made with the Indian company on 
or after 1-4-1961 and which has 
been approved by the Central 

Government ... — — 30 

C. On the balance of income ... 20 2 5 43 

Column 1 = Rates applicable to companies which have made the pres¬ 
cribed arrangements for declaration and payment of 
dividends in India and in which the public is substan¬ 
tially interested and whose total income does not exceed 
Rs. 25,000. 

Column 2 = Rates applicable to other companies which have made 
the prescribed arrangments for declaration and payment 
of dividends in India. 

Column 3 = Rates applicable to companies which have not made the 
said prescribed arrangements (i. e., foreign compnies). 


In the case of Indian companies which distribute dividends 
in India, the super-tax liability is increased if they distribute any 
bonus shares. This increase in the super-tax liability is equal to 
12£% on the face value of any bonus shares issued in the previous 
year. 

Salaries. Where the total income of an assessee (not being a 
company) includes any income from salary on which super-tax has 
been or might have been deducted at source (i. e., where the salary 
income exceeds Rs. 20,000), then in making any assessment for 
19*61-62, the assessee is liable to pay super-tax on such salary at the 
1960—61 rates and on the balance of his total income at the 1961-62 
rates. 


Computation of Assessment 

In order to prepare the assessment of an assessee, the following 
steps are necessary ;— 

(1) Compute the total income in the manner explained in a 
previous chapter, noting the amounts of tax deducted at source. In 
the case of a non resident ascertain his total world income also. 

(2) Calculate the amount of income-tax and surcharge on 
total income and find out the average rate of income-tax. Calculate 
also the amount of super-tax and surcharge thereon and work out, if 
necessary, the average rate of super-tax. The average rate of super¬ 
tax is required in the case of an assessee whose total income includes 
any charitable donations. 
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(3) Ascertain the amount of income (included in the total 
income) which is exempt from income-tax and/or super-tax, and 
calculate the amount of rebate thereon. 

(4) From the gross amount of income-tax and super-tax as 
computed above, deduct the following amounts, namely : 

(a) The amount of rebate on exempted income. 

(b) The amount of tax paid at source. 

(c) The amount of double taxation relief in respect of foreign 

income on which income-tax has also been paid in a 
foreign country. 

(d) The amount of tax paid in advance under section 18A and 

interest thereon, if any. 

The balance wi'l then be the net amount of tax payable or the 
amount of refund claimable. Add the amount of penalty, if any, 
imposed on the assessee and thus arrive at the total amount payable 
or refundable. 


Illustrations 

(l) In the cases given below, calculate the amount of tax 
payable for the assessment year 1961-62 •— 

(a) Unmarried individual : Property income Rs. 4,500- 

(b) Married individual with two children : Property income 

Rs. 4,500. 

(c) A widow with one child : Business profits Rs. 4,800 ancl 

property income Rs- 3,600- 

(d) Hindu undivided family having the minor coparceners 

Business profits Rs- 1,20,000 and property income Rs. 
12,000. Life insurance premium paid Rs. 20,000. 

(e) A widower without any children : Salary Rs. 6,000 

(income-tax deducted at source Rs- 120) , property 
income Rs. 800; dividends on ordinary shares Rs- 1,200 
(income-tax deducted at source Rs. 300). 

(/) Unregistered firm : Business profits Rs. 25,000 : inteiest 
on fixed deposits Rs- 35,000. 


Rs- 

(a) Income-tax on unearned income : On first Rs- 1,000 Nil 

On next Rs- 3,500 at 3% 105 

Income-tax payable 105 

There is no suicharge as the total income does not exceed 

Rs. 7,500. 
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(bj Income-tax on unearned income t On first Rs. 3,600 Nil 

On next Rs. 900 at 3% 27 


Income-tax payable 27 


There is no surcharge as the total income does not exceed 
Rs. 7,500. 

(c) Income-tax on earned income On first Rs. 3,300 Nil 

On next Rs. 1,500 at 3%45 45 


Income-tax on unearned income : 

On Rs. 200 at 3% 6 

On Rs. 2,500 at 6% 150 
On Rs. 900 at 9% 81 237 


282 

General surcharge on income-tax at 5% of Rs. 282 14’10 

Special surcharge on income-tax at 15% of Rs. 237 35'55 


Income-tax payable 331‘65 


Rs. 

(d) Income-tax on earned income of Rs- 1,20,000 : 

OnRs. 1,00,000 22,020 

On Rs. 20,000 at 25% 5,000 27,020 


Income-tax on unearned income of Rs. 

12,000 at 25% 3,000 


30,020 

General surcharge : 5% on Rs. 30,020 1,501 

10% on Rs. 5,000 500 

Special surcharge » 15% on Rs. 3,000 450 2,451 


Less Rebate of income-tax on life insurance premium 
(limited to Rs. 16,000) : 

16,00 0 x 32,471 _ 

1,32,000 


Income-tax payable 

Supei-tax on earned income of Rs. 1,20,000 '• 

On Rs. 1,00,000 27,000 

Oil Rs. 20,000 at 45% 9,000 


32,471 


3,936 

28,535 


36,000 
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Super-tax on unearned income of Rs. 

12,000 at 45% 5,400 

41,400 

General surcharge : 5% on Rs. 41,400 2,070 

10% on Rs. 9,000 900 

Special surcharge • 15% on Rs- 5,400 810 3,780 

Super-tax payable 45,180 

Total tax payable Rs. 28,535+ Rs. 45,180 = Rs. 73,715. 

(e) Rs. 

1. Salary 6,000 

2. Property income 800 

3. Dividends on ordinary shares 1,200 

Total Income 8,000 

Income-tax on earned income (Rs 6,000) 120 

Income-tax on unearned income (Rs- 2,000) 135 

255 

Income-tax paid at source : Salary 120 

Dividends 360 480 

Amount of refund 225 

The total income enclusive oE dividends on ordinary shares 
does not exceed Rs. 7,500 and the total income inclusive of divi¬ 
dends does not exceed Rs- 9,000- Therefore no surcharge on 
income-tax is payable- 

(/) 1. Business Profit 25,000 

2. Interest on fixed deposits 35,000 

Total Income 60,000 

Income-tax on earned income oE Rs. 25,000 3,270 

Income-tax on unearned income of Rs- 35,000 * 8,750 

12,020 

General surcharge at 5% of Rs. 12,020 601 

Special surcharge at 15% of Rs. 8,750 1,312.50 

13,933.50 
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Super-tax on earned income of Rs. 25,000 250 

Super-tix on earned income of Rs- 35,000 9,250 


9,500 

General surcharge at 5% oi Rs. 9,500 475 

Special surcharge at 15% of Rs. 9,250 1,387'50 11,362*50 


Total tax payable 25,296*00 


(2) The business pi ofits of an unmarried individual for the 
year ended 31st December I960 amounted to Rs. 3,100 and he paid 
Rs. 800 as life insurance premium. Work out the amount of tax 
payable by him for the assessment year 3 961-62. 


In this cdse, the income-tax payable will be the lower of the 
following amounts, namely : 

(a) Tax calculated at the slab lates. 

(b) Half the excess of Rs. 3,100 over Rs. 3,000. 

The income-tax on Rs. 3,100 at the slab ratisis Rs. 63, while 
half the excess of Rs. 3,100 over Rs- 3,000 is Rs. 50. There will 
be no surcharge on income-tax, as the total income is less than 
Rs. 7,500. 

Income-tax on total income 50 00 

Less Rebate on life insurance 
premium of Rs. 775 (being 

one-fomth of total income) at average rate 12'50 

Income-tax payable 37*50 


In the case of an unmarried individual, llie marginal relief 
holds good up to an income of Rs. 3,127. 

(3) A married employee (without any children) received a 
tax-free salary of Rs. 1,000 per month for the year ended 31st 
March 1961. What is his gross salary assessable for the assessment 
year 1961-62 ?. 


In order to gross up a tax-free salary, the method to be 
adopted is known as “tax upon tax’’ method, the tax being taken to 
be over and above the salary actually received. 
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Rs. 


J. 

Income-tax on Rs- 12,000 '■ 




On Rs. 3,000 

Nil 



On Rs- 2,000 3% 

60-00 



On Rs- 2,500 6% 

150-00 



On Rs. 2,500 9% 

225-00 



On Rs- 2,C00 11% 

220-00 

655.00 



Surcharge at 5% 

32.75 

687-75 

?. 

Income-tax on Rs. 687-75 : 




On Rs. 500 11% 

55.00 



On Rs- 187-75 14% 

26.29 




81.29 



Surcharge at 5% 

4.06 

85.35 

3. 

Income-tax on Rs. 85.35 : 




On Rs- 35,S5 14% 

11.93 



Surcharge at 5% 

60 

12.53 

4. 

Income-tax on Rs. 12-53 ’ 




On Rs. 12-53 14% 

1.75 



Surcharge at 5% 

.09 

1-84 

5. 

Income-tax on Re- 1.84 : 




On Re- 1-84 14% 

.26 



Surcharge at 5% 

.01 

.27 


Total income-tax paid by 

employer 

787.74 


Tax free salary paid 


12,000,00 


Amount of gioss salary 12,787.74 

or (say) 12,788-00 


(4) The business profits of a m irried inrlivirlu ll (with no 
children) for the year ended 31st December 1%0 amounted to Rs- 
20,200- Calculate the amount of tax payable by him for the asses¬ 
sment year 1%1-C)2. 

An allowance for married status and for children is admissible 
up to a total income of Rs. 20,000. The income-tax payable in this 
case is subject to marginal relief- Therefore income-tax payable 
shall not exceed the aggregate amount of 

Rs- 

(a) Income-tax which would have been payable 

it the total hicome had been Rs- 20,000 1,960.00 
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(b) Half the amount by which Rs. 20,200 

exceeds Rs. 20,000 100.00 


Income-tax payable 2,060.00 

General surcharge on income-tax at 5% on 

Rs. 2,060 103.00 

Super-tax on Rs, 20,200 10-00 

General surcharge on super-tax at 5% on Rs- 10 50 


Total tax payable 2,173.50 


No special surcharge is payable because there is no unearned 
income. 

In a case like this the marginal relief is admissible up to a 
total income of Rs. 20,240- If the individual has one child, the 
marginal relief will continue up to an income of Rs- 20,276 and if 
he has two children, the relief will be available up to an income of 
Rs. 20,312- 


(5) The total income of a married individual for the previous 
year ended 31st March 1961 is Rs-2,15,000 consisting of Rs-1,30,000 
earned income and Rs. 85,000 unearned income. Work out the 
amount of tax payable by him for the assessment year 1961-62. 


Income-tax on earned income : 

On Rs. 1,00,000 
On Rs. 30,000 

Income-tax on unearned income of 
Rs- 85,000 


General surcharge on income-tax 
5% of Rs. 50,770 
10% of Rs. 7,500 
Special surcharge on income-tax 
15% of 21,250 

Income-tax and surcharge 

Super-tax on earned income : 

On Rs- 1,00,000 
On Rs- 30,000 

Super'tax on unearned income of 
Rs. 85,000 


Rs. 

22,020 

7,500 29,520 

21,250 
50,770 

2,539 

750 

3,188 6,477 


57,247 (a* 


27,000 

13,500 40,500 

38,250 
78,750 
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General surcharge on super-tax 

5%of Rs. 78,750 

3,937 

10% of Rs. 13,500 

1350 

Special surcharge on super-tax 

15% of Rs. 38,250 

5,737 

Super-tax and surcharge 

89,774 

Total tax payable (a)+(b) = Rs. 

14,712, 


(6) A married individual (with no child) earned a salary of 
Rs. 7,520 in the previous year ended 31st March 1961 and contri¬ 
buted Rs. 752 to a statutory provident fund and paid Rs* 1,200 as 
life insurance premium- Work out the amount of income-tax that 
must have been deducted from his salary during the year. 


This is a case where marginal relief for surcharge on income- 
tax is available. The income-tax on Rs. 7,520 is Rs. 211-80. The 
surcharge at 5% on Rs. 211.80 is Rs. 10-59 which is greater than 
half the difference between Rs> 7,520 and Rs. 7,500- Therefore the 
surcharge is limited to Rs- 10- 

This marginal relief is admissible up to a total income of 
Rs. 7,521- In the case of a mariied individual with one child, this 
relief is available up to Rs. 7,520 and in the case of a married 
individual with two children the marginal relief is available up 
to Rs. 7,519. 

The amount on which rebate on provident fund contributions 
and life insurance premium is admissible is limited to one-fourth 


of Rs. 7,520, i. e„ on Rs 1,880- 

Rs. 

Income-tax on Rs. 7,520 211,80 

Surcharge on income-tax as stated above 10-00 


Less Rebate of income-tax on Rs- 1,880= 221'80 

221-80X1,880 5 55.45 

7,520 

Income-Tax deducted at source 166.35 


(7) A married individual with two children had the 
following taxable income during the previous year ended 31st 
March 1961 » 

Rs. 

Income from Property 2,560 

Business Profits 5,000 

Dividends on ordinary shares (income-tax paid 
at source being Rs. 450) 


1,500 
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Calculate the amount of income-tax payable for the assessment 
year 1961-62. 


Rs. 

1. Income from Property (unearned) 2,560 

2- Business Profits (earned) 5,000 

3. Dividends on Oidmary bhares (unearned) 1,500 

Total Income 9,060 

Income-tax on earned income : On Rs. 3,600 Nil 


On Rs. 1,400 at 3% 42.00 42.00 

Income-tax on unearned income * On Rs. 2,500 at 6% 150.00 

On Rs. 1,560 at 9% 140.40 290.40 

332.40 


General surcharge at 5% on Rs. 332.40 (being less than 
half ol the excess ot Rs. 0,060 over Rs. 7,500) 16.62 

Speciil surcharge at 15% on Rs- 290-40= Rs. 43-56 
Therefore it is restricted to half of Rs. 60 which is the 
excels of Rs. 9,060 over Rs- +000 30.00 

I ot a 1 income-tax and suicharge due 379.02 

Less income-tax paid on dividends 450.00 

Refund due 70.98 


As the two surcharges taken tcgether (Rs. 16’62 + Rs. 30 = 
Rs. 46.62) are less than half of the excess of tctai income over the 
exemption limit of Rs- 7,500, the surcharge payable will be 
Rs- 46.62- 

(8) For the year ended 31st Maich 1961, a mairit d individual 
had a taxable income of Rs. 15,000 from his cloth business, and he 
also realised a capital gain of Rs. 9,000 on the sale of his invest¬ 
ments. Calculate the amount of income-tax payable by him for the 
assessment year 1961-62- 

In ome-tax on capital gains is charged at the rate applicable 
to other income plus one-third capital gains. Therefore income-tax 
on Rs. 18,000 (15,000 +Rs. 3.000 being one-third of capital gains) 
is as follows : 

Rs. 
1,120 
540 


Income-tax on earned income of Rs- 15,000 
Income-tax on unearned income ot Rs- 3,000 


1,660 
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General surcharge at 5% of Rs. 1,660 83 

Special surcharge at 15% of Rs. 540 81 

1,824 

Income-tax on other income of Rs. 15,000 (earned) 1,120 

General surcharge at 5% of Rs. 1,120 56 

Income-tax and surchaige on capital gains of Rs- 0,000 
at the rate applicable to Rs. 18,000, that is to say, 
half of Rs. 1,824 912 

Income-tax payable for the assessment year 1961-62 2,088 


(9) In the } 7 car ended 31st March 1961, an employee of a 
company received Rs. 40,000 as pay and allowance and contributed 
Rs- 5,000 to a recognised provident fund maintained by the com¬ 
pany to which the employer also contilbuted a similar amount. 
The interest credited to his provident fund account amount*, d to 
Rs. 5,000. 

He paid Rs- 6,000 as premium on liis life policy for Rs.50,000. 

Prepare his assessment tor the year 1961-62. 


Assessment for 1961-62 
Pay and allowances 

Employer’s contribution to recognised provident 
fund in excess of 10% of the employee’s salary 

Tut il In ;oino 

Income-tax on Rs. 41,000 
General surchaige at 5% of Rs. 7,270 

Less Rebate of income-tax on Rs. 8,000 : 
S,000 X7,6 33'5Q 
41,000 

Income-tax payable 

Super-tax on Rs. 41,000 

General surcharge at 5% of Rs. 3,300 

Super-tax payable 

Income-tax and surcharge 


Rs. 

40,000 

1,000 

41,000 

7,270'00 

363-50 

7,633*50 

1,489*46 

6,144 04 

3,300'00 

165’00 

3,465-00 

6,144*04 
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Super-tax and surcharge 

3,465-00 

Total tax due 

9,609-04 

Less Amount deducted at source 

9,609’04 

Amount now payable 

Nil 


Notes : 


1* The interest of Rs. 5,000 credited to provident fund 
account is ignored as it is less than one-third of the salary and is 
calculated at a rate not exceeding the prescribed rate which is 6%. 

2. Rebate of income-tax is admissible only on the employee's 
contribution and not on the employer's contribution to provident 
fund. 

3. The maximum amount of the employee’s own contribution 
to a recognised provident fund, on which exemption can be given 
is one-fifth of his salary or Rs- 8,000 whichever is less. The 
combined maximum on which exemption can be given both for life 
insurance premium and contributions to a recognised provident fund 
is one-fourth of the silaiy or Rs 8,000 whichever is less. 

4. There is no rebate of super-tax for life insurance premium 
or contributions to a provident fund. 

(10) For the year ended 31st March 1961 the income of a 
married individual (with three children) was as follows *— 

(a) Interest on securities Rs- 400 gross, income-tax deducted 

at source being Rs- 120. 

(b) Interest on securities (tax-free) Rs. 100. 

• tc) Income from Property Rs. 2,000. 

(d) Profits of retail cloth business Rs. 2,500. 

Ce) One-half share in an unregistered firm Rs. 15,000* 

(f) Dividend from a co-operative society Rs. 500. 

(g) Interest on bank deposits Rs. 6,000. 

He paid life insurance premium of Rs. 2,500 on his life policy 
for Rs. 20,000 and also a donation of Rs. 1,000 to a University. 



Prepare his assessment for 1961-62. 





Income-Tax deducted 



at source 




Rs. 

Rs. 

1 . 

Interest on securities (gross) 

400 

120 


Interest on securities (tax-free) 

100 


2. 

Income from Property 

2,000 


3. 

Business • On cloth business 

2,500 



Share from unregistered firm 

15,000 
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I. Other Sources '■ 

Dividend from co-operative society 500 

Interest on bank deposits 6,000 

Total Income 26,500 120 

Income-tax on earned income of Rs. 2,500 45.00 

Income-tax on unearned income of Rs- 24,000 3,600.00 

General surcharge at 5% of Rs- 3,945 182.25 

Special surcharge at 15% of Rs. 3,600 540-00 


4,367.25 


Exempted income ► 

Tax-free interest on securities 100 

Dividend from a co-operative society 500 

Share from unregistered him 15,000 

Life insurance premium limited to 10% 
of sum assured 2,000 

Charitable donation limited to 7j% of 
total income less exempted income 
(26,500-17,600) 667 


18,267 

4,367.25 


3,010.43 

Income-tax payable for 1961-62 assessment year 1,356‘82 

Income-tax paid at source 120-00 

Tax due 1,236'82 

The assessee is not liable to super-tax- The share income of 
Rs- 15,000 from the unregistered firm is to be excluded from the 
total income for super-tax purposes- When this is done, the balance 
left is only Rs- 11,500 which is below the super-tax limit- 

(ll) X Ltd. established on 1-4-1960 a new industry (for the 
manufacture of paper), to which section 15C applies, its accounting 
year ending on 31st March 1961- The capital employed in the 
undertaking has been computed at Rs- 4 lakhs- The cost of the 
new machinery is Rs- 2 lakhs, of new buildings (1st class) Rs- 1 
lakh and of new furniture Rs- 10,000- The company also purchased 
a secondhand motor car for Rs- 10,000 and new typewriters and 


Income-tax chargeable on total income 
Less Rebate on exempted income of Rs- 18,267 
18.26 7x4,3 67-25 

26,500 ’ 
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other office appliances at a cost of Rs. 5,000. The factory worked 
triple shift throughout the year. 

The profit of the year 1960-01 without allowing depreciation 
and development rebate comes to Rs- 2 lakhs- 

Calculate the income-tax and sup'r-tax payable by the com¬ 
pany for the assessment year 1 ( )61—62- Section 23A does not apply 
to it and it lias not declared any dividends- 


Profit before depreciation and development rebate 


Less Development rebate : 25% on new mi&hinery 

costing Rs- 2,0D,000 50,000 

Depreciation : 

Machinery : 10% on Rs- 2,00,000 20,000 

Extra shift allo¬ 
wance being 50% of 
normal 10,000 


Buildings : (assumed to be fac¬ 
tory buildings) 5% 
on Rs- 1,00,000 5,000 

Furniture * 6% on Rs. 10,000 600 

Motor Car ! 20% on Rs- 10,000 2,000 

Typewriters etc-: 15% on Rs-5.000 7 0 38,350 


Rs. 

2,00,000 


88,350 


Total Income 1,11,650 

Deduct Profits exempt from incomt-tax and super-tax 
under section 15C, being 6% on Rs. 4,00,000 
capital employed 24,000 


Assessable Income 87,650 

Income-tax on Rs- 87,650 at 2‘*% 17,530 

Sup.r-tax on Rs. 87,650 at 25% 21,912-50 

Total tax piyable for the assessment year 1961-62 39,442-50 


(12) X Ltd- is an Indian public company which has no subsi¬ 
diaries- Its Profit and Loss Account for the year ended 31st Decem¬ 


ber i960 is as follows -— 

Rs. Rs. 

Cotton consumed 62,52,000 Sales 1,32,28,000 

Wages and Salaries 32,4-1,000 Interest on 

Manufacturing Expenses 10,21,000 Securities (Net) 33,000 

General Charges 2,96,000 Other Interest 23,460 

Managing Agents’ Sundry Receipts 5,000 

Commission 1,05,000 

Directors’ Fees 11,000 

Donation to a University 1 5 26,0C0 
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Loss on Valuation of 

Shares and Securities 4,70,000 
Net Profit 17,00,460 


1,32,89,400 1,32,89,400 


Prepare the company’s assessment for 1%0"61 after taking 
the following information into account •— 

(a) Tax deducted at source from interest on securities is 

Rs. 27,000. 

(b) In August I960, the company had issued bonus shares of 

the lace value ol Rs- 5,00,000- 

(c) The item "Other Interest" inemdes Rs, 5,000 received 

from an human merchant not hi ought into India- 

(d) l nclaimed wages Rs- 5,000 have Oecn transferred direct 

to workeis welfare fund- 

(e) Rs. 7,000, being piofit of the company’s grain shop, has 

been carried to general reserve* 

(f) Wages and salaries include Rs. 2,50,000 provision made 

for bonus to woikmen, 

(g) Shares and secuiities aie a trading asset of the company, 

Upto 31st December 1959 they were always valued at 
cost, but on 3lst December I960 tiny have been valued 
at cost or market price whichever less, and the resul¬ 
ting loss has been wntten oil- 

(h) The amount of depreciation allowable is Rs. 65,000- 

(i) Tax paid in advance under section 18A on account of the 

assessment year 1961-62 is Rs. 7,90,000- 

(j) The company is ordinarily resident in India. 


Rs. 

Net Profit as per Profit and Loss Ac omit 17,64,460 

Less Interest on Securities considered separately 33,000 


17,31,460 

Less Unremitted foreign income falling under the 

head other sources 5,000 


17,26,460 

Add Unclaimed wages transftried direct to 

workers’ welfare fund 5,006 

Grain shop profit not shown in Profit and 
Loss Account 7,000 

Provision for Bonus 2,50,000 
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Loss on valuation of shares and securities, a 
change in the mode of valuation not being 
permitted 4,70,000 

Donations 1,26,000 

25,84,460 

Less Depreciation allowance 65,000 

Total Profits 25,19,460 

1. Interest on Securities Gross (tax deduc¬ 

ted at source being Fs- 27,000) 60,000 

2. Business Profits 25,19,460 

3. Other Sources * Unremitted foreign 5,000 

income 

Total Income 25,84.460 

Jncome-tax on total income at 20% 5,16,892 

■ Super-tax on total income at 25% 6,46,115 

Super-tax on bonus issue of Rs. 5,00,000 at I2i% 62,500 

12,25,507 

Less Rebate of income-tax on charitable 

donation of Rs. 1,26,000 at 20% 25,200 

Tax deducted at source 27,000 

Tax paid in advance under sec¬ 
tion 18A 7,90,000 8,42,200 

Tax payable 3,83,307 


(13) For the accounting year ended 31st March 1960, the 
Bharat Jute Mills Co- Ltd., Calcutta, has the following taxable 
income -— 

(a) Profits from jute manufacture Rs* 10,00,000, 

(b) Gross interest on securities Rs- 50,000 from which tax 

amounting to Rs. 15,000 has been deducted at source- 

Compute the company’s tax liability for the assessment year 
1960-61 if it is a company to which (i) section 23A does not apply 
and (ii) section ^3A applies- 

The company distributed a dividend of Rs* 2,00,000 for the 
year ended 31st Mrrch 1960. 

The minimum sta^tory percentage of distributable income is 
50% for industrial profits and 65% for other income* 

When Section 23A is not applicable : 

Income-tax at 20% and super -tax at 25% on the 
total income of Rs* 10,50,000 


4,72,500 
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Less Tax deducted at source from interest on 
securities 


15,000 


Tax payable 4,57,500 


WhetK Section 23A is applicable : 

The statutory percentage of distributable income (i. e-, income 
minus the tax thereon) which would have been distributed to escape 
the penal super-tax is as follows :— 

Rs. 

50% of distributable industrial profits (50% of 
Rs. 10,00,000 minus 45% tax thereon = 50% of 
Rs. 5,50,000) 2,75 # 000 

6% of other distributable income (65% of 
Rs. 5,000 minus 45% tax thereon=65% of 
Rs. 27,500) 17,875 

2,92,875 

The dividend of Rs. 2,00,000 actually distributed, therefore, 
falls short of Rs. 2,92,875. Hence, the company is liable to pay 
penal super-tax at 37% on the balance of distributable income. 


Rs. 

Total income 10,50,000 

Income-tax and super-tax thereon at 45% 4,72,500 

Distributable income 5,77,500 

Less Dividend actually distributed 2,00,000 

Balance of distributable income 3,77,b00 


Income-tax and super-tax at 45% on total income 4,72,500 
Penal super-tax at 37% on Rs. 3,77,500 1,39,675 


6,12,175 

Less Tax deducted at source from interest on 

securities 15,000 

Tax payable 5,97,175 


(14) Work out the amount of tax payable by a non-resident 
married individual (with three children) for the assessment year 
1961-62 in the following cases :— 

(a) Total income Rs- 40,000. He does not elect to be assessed 

at the rate applicable to his total world income. 

(b) Total income Rs. 1,20,000. He does not elect to be 

assessed at the rate applicable to his total world income. 

(c) Total income Rs. 40,000 and total world income 

Rs. 1,00,000. He has elected to be assessed at the rate 
applicable to his total world income. 



498 


INCOME-TAX 


(d) Total income Rs. 1,20,000 and total world income 
Rs. 2,00,000- He has elected to be assessable at the 
rate applicable to his total world income- 
Assume that all income is earned income. 

All non-residents (other than companies) are chargeable to- 
income-tax at the maximum rate (at 25% plus 20% thereof) and to* 
super-tax at the rate of 19% (without any surcharge) on the whole 
of their total income, but this is subject to the condition that the 
super-tax payable shall not be less than the super-tax payable by a 
resident having the same total income. All non-residents (other 
than companies) are, however, given an opportunity to exercise,, 
within a certain time limit, the option of being assessed at the rate 
applicable to their total world income, the option once exercised 
being irrevocable. 

According to these provisions, the amount of tax payable for 
the assessment year 1961-62 will be as follows :— 


(a) 

Income-tax on Rs. 40,000 at 25% 
Surcharge on income-tax at 20% 

10,000 

2,000 

Rs. 

12,000 


Siper-tax on Rs. 40,000 at 19% without 
any surcharge 


7,600 


Total tax payable 

19,600 

(b) 

Income-tax on Rs. 1,20,COO at 25% 
Surcharge on income-tax at 20% 

30.000 

6,000 

36,000 


Super-tax on Rs 1,20,000 at the rates 
applicable to a resident having the 
same total income : 

On Rs- 1,00,000 27,000 

On Rs. 20,000 9,000 


General surcharge on super-tax : 

5% on Rs- 36,000 1,800 

10% on Rs. 9,D00 900 

Total tax payable 74,700 

(c) Income-tax on world income of 

Rs. 1,00,000 22,020 

Surcharge on income-tax at 5% 
of Rs. 22,020 1,101 


36,000 

2,700 38,700 


23,121 
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Proportionate amount of income-tax 
on the total income of Rs. 40,000 


9,248'40 

Super-tax on the total world income 
ot Rs. 1,00,000 

27,000 

Surcharge on super-tax at 5% of 

Rs. 27,000 

1,350 


Proportionate amount of super-tax on 
the total income of Rs. 40,000 

28,350 

11,34000 

Total tax payable 

20,588.40 


(d) Income-tax on total world income of Rs. 2,00,000 : 

On first Rs. 1,00,0000 22,020 

On the next Rs. 1,00,000 25,000 

General surcharge on income-tax : 

5% on Rs. 47,020 2,351 

10% on Rs. 25,000 2500 


51,871 

31,112.60 


27,000 

45,000 


General surcharge on super-tax ? 

5% on Rs 72,000 3,600 

10% on Rs. 45,000 4,500 

80,100 

Proportionate amount of super-tax on the total 
income of Rs. 1,20,000 48,060 

Total tax payable 79,172.60 

(15) Assessment year » 1960“61. Account year for business • 
Diwali year. 

X is a married individual who was assessed on the following 
basis on 15th.January 1961 : 


72,000 

8,100 


Proportionate amount of income-tax 
on the total income of Rs- 1,20,000 

Super-tax on the total world income 
of Rs. 2,00,000 : 

On first Rs. 1,00,000 
On the next Rs. 1,00,000 


47,020 

4,851 
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Rs. 

1 1. Salary (tax deducted at source Rs. 650) 12,000 

2. Allowance from the employer (a limited 

company) by virtue of service 

conditions 4,000 

3. Business income 20,000 

The assessee went in appeal but paid on 30th January 1961 
the demand raised by the Income-Tax Officer. 

As a result of the appellate order passed on 15th May 1961 he 
got the following reliefs J— 

(a) Income from allowance reduced by Rs. 4,000 and 

(b) Income from business reduced by Rs. 5,000. 

Calculate the further amount payable by the assessee or the 
amount refundable to him as a result of the appeal. 


On a total income of Rs. 36,000 • 

Income-tax 

Rs. 

6,020‘00 


Surcharge 5% 

301-00 


Super-tax 

2,200 00 


Surcharge 5% 

HO'OO 


Total tax payable 

8,63100 

On a total income of Rs. 27,000 * 

Income-tax 

3,77000 


Surcharge 5% 

188’50 


Super-tax 

550'00 


Surcharge 5% 

27’50 


Total tax payable 4,536’00 

Tax already paid on 30th January 1961 8,631'00 

Tax due on the total income reduced in appeal 4,536'00 

Amount of refund due 4,095.00 

(16) An individual has been assessed on an earned income of 
Rs. 60,000 for the assessment year 1960H51- This includes concealed 
earned income of Rs. 15,000. Determine the total tax payable by 
the assessee and also the maximum penalty leviable. 

Rs. 

12,02000 

60100 


Income-tax on Rs. 60,000 
General surcharge at 5% 


Income-tax payable 


12,621'00 
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Super-tax on Rs. 60,000 
General surcharge at 5% 


9,500'00 

475*00 


Super-tax payable 

9,975‘00 


Total tax payable 

22,596‘OQ 

Income-tax on Rs* 45,000 
General surcharge at 5 % 
Super-tax on 45,000 

General surcharge at 5% 


8,270'00 

413'50 

4,500'00 

225*00 


Total tax payable 

13,408'50 


The tax sought to be evaded=Rs. 22,596-Rs. 13,408’50=* 
Rs. 9,187.50* Therefore the penalty under section 28 (1) (c) is li 
times the tax sought to be evaded or Rs. I3,78r25. 
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REVIS10NAL PROBLEMS WITH SOLUTIONS 


Section A (Individuals) 

(1) For several years X has carried on a cloth business whose 
accounts have been made up to 31st March each year. On 1st 
August 1960 he also started a new grocery business. Up to the 
time of assessment for 1961-62 he had not made up the accounts 
of his grocery business. 

(a) If his assessment were taken up in June 1961 and he urged 
that he would close his accounts of the grocery business for the 
first year on 31st July 1961, would you concede his request, and 
is so, why ? 

(b) If his assessment were taken up in September 1961 and 
he urged that he wanted to adopt the year ending 31st July as his 
previous year, would you concede his request, and if so, why ? 


(a) For each separate source of income an assessee is entitled 
to have a separate previous year. In this case, the assessee’s existing 
cloth business has the financial year as its previous year, while his 
grocery business was set upon 1st August 1960. For the grocery 
business he is entitled to adopt as the previous year any period up 
to the end of 12 months from the date of commencement of the 
business for which the accounts are made up. As the assessee wants 
to close his accounts for the grocery business on 31st July 1961, i.e., 
exactly after a period of 12 months from the commencement of the 
business, he can adopt the year ending 31st July as his previous 
year. His request for adopting this period as his accounting year 
would be conceded and in that case there would be no previous year 
of the grocery business for the assessment year 1961-62. 

(b) When the assessment is taken up in September 1961, the 
assessee could claim to adopt the year ending 31st July 1961 as the 
previous year of his grocery business only if he had closed the 
accounts of that business on that date. But the accounts have not 
been made up till the date of assessment. As the accounts are not 
closed, the assessee is not entitled to the option of adopting any 


502 




REVISIONAL PROBLEMS WITH SOLUTIONS 503 

other year as the previous year except that ending on 31st March 
1961. The income of the grocery business for the period 1-8*1960 
to 31-3-1961 will, therefore, be assessed for the assessment year 
1961-62. 

(2) (a) A new business was set up in October 1960 and its 
accounts had not yet been made up to the close of the financial 
year 1960-61. The assess ee’s return in response to the 
notice under section 22 (1) or under section 22(2) is not received 
by the end of June 1961. Would it be possible to make an assess¬ 
ment of the profits of business for the assessment year 1961-62 ? 
If so, when ? If you are unable to make an assessment, give your 
reasons for not being able to do so. 

(b) An individual commenced a business on 7-4-1960 and 
made up his first accounts upto 6-5-1961. He contended that he 
was not liable to be assessed in the assessment year 1961-62. Is the 
contention sound ? Give reasons. 

(c) A limited company commenced its business on 15-7-1959 
and it made up its accounts for the first time on 30-6-1960 showing 
a profit of Rs. 23,000 for the period 1 5-7-1959 to 30-6-1960. The 
next closing of the accounts was, however, made on 31-3-1961. 
The profits of the period from 1-7-1960 to 31-3-1961 amounted to 
Rs. 40,000. 

Notice for submitting the returns for the assessment years 

1960- 61 and 1961-62 were issued by the Income-Tax Officer. The 
company sent back the return form for the year 1960-61 stating that, 
in accordance with the option allowed to it by the Act which it 
wished to exercise, there was no previous year for the assessment 
year 1960-61, and it filed the return for 1961-62 showing an income 
of Rs. 46,000 for the previous year 1-4-1960 to 31-3-1961. 

How will you deal with the assessments for 1960-61 and 

1961- 62? 


(a) In this case the business was newly set up in October 1960 
and the assessee has the option of closing the accounts at any time 
within a period of 12 months from the date of setting up of the 
business. He did not close the accounts on 31-3-1961. If the 
accounts were closed on 31-3-1961 or any date prior to that, assess¬ 
ment would be made for the assessment year 1961-62. If the 
accounts are closed on a date after 31-3-1961 but within 12 months 
from the date of setting up of the business, the income shall be 
assessed for the first time in the assessment year 1962-63 and no 
assessment shall be made for 1961-62 as there will be no previous 
year for this assessment year. If the accounts are not made up at 
all, then the income from October 1960 to 31-3-1961 will be 
assessed for the assessment year 1961-62. 

(b3 If the assessee closes his accounts more than 12 months 
but not more than 13 months after the commencement of the busi- 
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ness, then this longer period can be adpoted, with the permission of 
the Commissioner of Income-Tax, as the accounting year for the 
first assessment year only, provided it is not designed to evade 
income-tax by including losses or excluding profits of a subsequent 
year. 

In the case of a new business, the previous year is the period 
from the date of setting-up of the business to 31st March next 
following or, if the accounts of the assessee are made up to some 
other date than the 31st March, then at the option of the assessee, 
the period from the date of the setting-up of the business to this 
other date will be the previous year, provided the accounting year 
does not exceed 12 months. If, however, this other date does not 
fall between the setting up of the business and the next following 
31st March, it will be 'deemed that there is no previous year for the 
next financial year. 

In this case, as the assessee has made up his accounts on 
6-5-1961, not for a period of 12 months but for a period of 13 
months he cannot claim the benefit of the above provision. His 
contention that he is not liable for assessment for the year 1961-62 
is incorrect. He is liable to tax for the assessment year 1961-62 on 
his income for the period 7-4-1960 to 31-3-61. 

(c) Under section 2 (ll)(c), the option of the assessee is to be 
exercised only if the accounts of the assessee are made up to some 
other date than the 31st March following, and the assessee desires 
to adopt, as the previous year in respect of the newly-started busi¬ 
ness, the period from the date of setting-up of the business to the 
date up to which the accounts have been made up. 

In this case the company has exercised the option given to it, 
according to which the previous years of the business started by it 
on 15-7-59 is to be the period from 15-7-1959 to 30-6-1960 the 
date up to which the first accounts were made up. In these circunr 
stances, there is no previous year for the assessment year 1960-61 
and the company’s contention is correct. 

For the assessment year 1961-62 the previous year will be the 
period from 15-7-1959 to 30-6-1960 and for subsequent assessment 
years the previous year will be the year ending on 30th June. There¬ 
fore the company is not correct in filing a return for the assessment 
year 1961-62 showing an income of Rs. 46,000 for the previous 
year 1-4-1960 to 31-3-1961. The company’s income to be taxed in 
the assessment year 1961-62 will be Rs. 23,000. 

(3) X started business on 1st May 1959 and closed his accounts 
for the 12 months ended 30th April 1960. To a notice issued to 
him under section 22 (2) by the Income-Tax Officer for the assess¬ 
ment year 1960-61, X replied that he having closed his accounts for 
the first time on the 30th April 1960, he will become assessable to 
Income-tax for the first time only for 1961-62 and accordingly sent 
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back the return form. What action can the Income-Tax Officer 
take in this case fcr 1960-61 7 

X has adopted the full period of 12 months from 1st May 1959" 
to 30th April 1960 as his year of account. As the year of account 
adopted is not a commercial year ( such as samvat year, Diwali 
year, etc.) and as it extends to one month after the end of the 
previous financial year, in order to adopt this accounting year ended 
30th April 1960 as the ‘previous year, for the assessment year 1960- 
61, the sanction of the Central Board of Re/enue is necessary. The 
Central Board of Revenue has, however, authorised the Commissio¬ 
ners of Income-Tax in this behalf. 

The Income-Tax Officer should, therefore, obtain the sanction 
of the Commissioner determining the year ended 30th April 1960 as 
the previous year for the assessment year 1960-61. If this is not 
done, there will be a great time lag, almost a year, between the close 
of the previous year and the beginning of the assessment year in this 
case and X, therefore, will stand to gain an undue advantage over 
other assessees, because he will have to pay tax on his first year of 
business only in 1961-62. 

(4) Y, a senior assistant in the service of a company in> 
Bombay for more than 10 years, was drawing a salary of Rs. 1,000 
per month from 1st April 1960. From 1st January 1961 he was 
appointed as the manager of the company’s branch in London on a 
salary of Rs. 2,000 per month, half of which he used to draw in- 
London and the other half was paid to his bank in Bombay. 

His only other income was from speculation. Such income in 
Bombay was.Rs. 5,000 for the period from 1st April 1960 to 31st 
December 1960 and Rs. 3,000 from 1st January 1961 to 31st March 
1961. The speculation profit earned by him in London during 
the period from 1st January to 31st March 1961 amounted to 
Rs. 5,000. 

On what income would Y be assessed for the year 1961-62 ?' 
It may be assumed that the salary is paid on the last day of each 
month. 

Y is a resident ordinarily resident in India. He will be 
assessed on the following income for the assessment year 1961-62:— 

Indian income ■' R s - 

Salary for service in Bombay for 9 months 9,000 

Salary earned in London but received in India 3,000 
Speculation income in Bombay 8,000' 

Foreign income : 

Salary earned in London and received there 3,000 
Speculation income in London 5,000 8,000 


Total Income 


8,003 
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(5) Y, an employee of a firm in Bombay for more than- 
14 years, was drawing a salary of Rs. 1,000 per month from 1st 
April 1960. On 10th Decmber 1960 he took an advance of 
Rs. 3030 on account of salary, repayable in six instalments of 
Rs. 500 each by deduction from his salary payable for December 
1960 and subsequent months. 

From 1st January 1961 he was appointed as the manager of 
the firm’s branch in Iran on a salary of Rs. 1,500 per month, half 
of which he used to draw in Iran and the other half was paid to his 
bank in Bombay. 

Assuming that the salary for each month was paid on the first 
day of the next month, on what income will Y be assessed for the 
year 1961-62 ? 


Under section 7 (1), the salary income is to be assessed on 
accrual basis, there is no question of assessing it as the income of 
the year when it is actually paid. The payment basis is relevant 
only for payment of amounts which are not due, e. g., advances on 
account of salary. Section 7 does not give an option either to the 
Income-Tax Officer to assess the income in the year of accrual or in 
the year of receipt according to his choice or the assessee to offer 
it when it becomes due or when it is received as he may please 
(29 I. T. R. 229), 

Therefore Y, in the status of an ordinary resident, will be 
assessed on the following income for the assessment year 1961-62 

Indian income *- 

Salary for service in Bombay (wherever it 
may have been received) for 9 months 

Advance on account of salary 


Less Repayment of advance from Decem¬ 
ber salary 

Salary earned in Iran but received in India 
(Rs.500 on 1-2-1961 and Rs.500 on 1-3-1961) 1,000 

Foreign income * 

Salary earned in Iran for 3 months at 
Rs. 1,500 per month 

Less Repayment of advance at Rs. 500 a 
month 

3,000 


4,500 

1,500 


9,000 

3,000 

12,000 

500 11,500 
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Less Amount received in Bombay and 

included in Indian income 1,000 2,000 


Total Income 14,500 


(6) X, a married individual ordinarily resident in India, had the 
following sources of income for the assessment year 1961-62 :— 

(а) As managing director of L Private Ltd., which was the 
managing agent of a public company named M Ltd., X received a 
salary of Rs. 30,000 during the previous year. 

(б) As L Private Ltd. made bumper profits during the prece¬ 
ding three years, it allowed X an extra salary of Rs. 15,000 for 1957- 
58 assessment year, Rs. 10,000 for 1958-59 and Rs. 4,C00 for 1959-60 
The decision to grant this extra sum of Rs. 29,000 was taken in 
November 1960 and the amount was actually paid in January 1961. 

(c) In consideration of a reduction in the managing agent’s 
remuneration, M Ltd. paid a lump sum of Rs. 30,000 to L Private 
Ltd., and L Private Ltd. in its turn passed on Rs. 15,000 to X who 
received it during the previous year, 

(d) X owns 80% of the share capital of L Private Ltd. In 
recognition of his meritorious service, L Private Ltd. sent X’s son 
to England for further studies in engineering and spent Rs. 10,000 
over this matter during the previous year. 

(r ) X was entitled to receive an annuity of 600 from an insu¬ 
rance company in England, but after deduction of tax there he 
received only £ 450 in India, The rate of exchange to be taken as 1/6 
per rupee. 

(/) An English firm sought X’s advice on some technical 
matters and he sent his advice by post. He was paid the equivalent 
of Rs. 20,000 in England during the previous year, and this amount 
was deposited in a bank in London. 

(g) X has a business in Nepal, in which a net profit of Rs. 
20,000 was made during the previous year but nothing was brought 
into India. 

For life insuranee X paid during the previous year the following 
premiums :-Rs. 10,000 on his own life, Rs. 6,00J on his wife’s 
life and Rs. 2,000 on a minor son’s life. 

Work out X’s total income for the assessment year 1961-62. 


Rs. . Rs. 

- 1. Income from Salary : 

Salary for the whole year ... 30,000 

Arrears of salary for past years ... 29,000 

Receipt from L Private Ltd., not being casual 
income as it was an addition to his remune¬ 
ration ... 15,000 
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Sum spent on the education of his son, being 
a perquisite 

Annuity received together with tax deducted 
in England £ 600 at Is. 9d. per rupee 

Income from Business and Profession : 
Business income in Nepal 
Receipt from English firm for advice given 
on technical matters 

Total Income 


10,000 

8,000 92,000 

20,000 

20,000 40,000 
~~ 1,22,000 


He is entitled to income-tax rebate of Rs. 8,000 life insurance 
premium, the maximum allowable in the case of an individual. Rs. 
2,000 paid for insurance on the life of a minor child is not entitled 
to any rebate. The insurance must be on the life of the assessee. 


He is also entitled to relief under section 60 (2) in respect of 
thearrear salary of Rs. 29,000. 


(7) A. Robinson, a British national, was appointed as the 
managing director of Bharat Chemicals Ltd., Bombay. He came 
out to India in January 1960 to serve the company on a contract for 
five years. He furnishes the following particulars of his income for 
the year 19b0 .— 

(a) Salary Rs. 18,000. 

(b) Gratuity payable in the U. K. in sterling. Under his 

contract with the company, in addition to salary he is 
entitled to an annual gratuity of Rs. 3,COO payable in 
sterling in the U. K. 

(c) Rs. 3000, dividend from a tea company in Assam, regis¬ 

tered in the U. K. and declaring dividends in the U. K. 
The dividend was collected in London and was credited 
to his bank account there. 

(d) Rs. 2, 100 dividends from X Co, Ltd, Bombay, received 

on 1-10-1960 after deduction of 30% income-tax. 

Compute his total income for the assessment year 1961-62. 


1. Salary including gratuity 

2. Dividend from X Co. Ltd. 

Total Income 


Rs, 

21,000 

3,000 

24,000 


■ The assessee is resident but not ordinarily resident in India. 

By virtue of Explanation to section 4(i) the gratuity payable 
in sterling in the U. K. is taxable as it is paid for services rendered, 
in India. 


The dividend of the tea company registered in the U. K. and 
not brought to India is not taxable in the hands of the assessee, as 
he is not ordinarily resident. 
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(8) Q an employee of a limited company, has furnished the 
(following particulars of his income for the year ended 31st March 
1961 

(a) Salary from 1st April 1960 to 30th September 1960 at 

Rs. 1,000 per month. 

(b) Entertainment allowance from 1st April 1960 to 30th 

September 1960 at Rs. 250 per month. Prior to 1st 
April 1955 he was drawing an entertainment allowance 
of Rs. 150 per month. 

(c) Premium paid by the company direct to a life insurance 

company on a policy taken on his life and for his 
benefit Rs. 240. 

(d) Premium paid by Q out of his own pocket on life in¬ 

surance policies on his own life Rs. 2,000. 

^e) Amount received by Q from the company (his employer) 
on his voluntary resignation from service, in considera¬ 
tion of his not taking up employment elsewhere for a 
period of two years therefrom Rs. 24,000. 

{f) Interest on savings accounts in banks Rs. 340. 

(g) Interest on national savings certificates Rs. 5,000. 

(h) Own house in his home town (built in 1955) which is 

occupied by his brother-in-law free of rent. The annual 
value of the house according to the municipal registers 
is Rs. 1,800 and the municipal taxes for the year were 
Rs. 400. 

(i) From 1 st April 1960 to 30th September 1963 the employer 

had provided him with a car of 12 h. p. rating for bis 
private use, the maintenance expenses having been met 
by the employer up to the limit of Rs. 75 per month, 
and the balance by himself from out of his own pocket. 
Compute Q’s total income for the assessment year 1961-62 and 
indicate the items and the amount on which rebates of tax are 
admissible to him. 


1. Salary: 

Rs. 1,000 per month for 6 months 
Entertainment allowance for 6 months 
Premium paid by employer on a policy 
on Q’s life and for his benefit 

Amount received from employer on Q’s 
voluntary resignation from service,the 
consideration for the same being 
immaterial 


Rs. 


6,000 

1,500 

240 


24,000 
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Car expenses met by employer, the car 
being provided by the employer for 
Q’s private use 
Value of perquisite of free car 
at Rs. 25 p.m. 

Less Entertainment allowance being 
the lowest amount out of 
Rs. 7,500, Rs. 1,200, Rs. 1,500 
and Rs. 900 

2. Income from Property :— 

Annual letting value 

Less One-half of municipal taxes 


1,600 

266 1,334 

3. Other Sources ; Interest on Bank accounts 340 

Total Income 33,114 

Q is entitled to a rebate oF income-tax at the average rate on 
Rs. 2,240 being the amount oflife insurance premiums paid on his 
life policies. 

He may also apply for relief under section 60(2) in respect of 
Rs. 24,000 compensation received from his employer on his volun¬ 
tary resignation from service. 

The notional income of Q’s house is taxable. It is immaterial' 
that the house was occupied by his brother-in-law free of rent. 

Compensation received by an employee in connection with 
the termination of his employment, though a capital receipt, is now 
taxable according to item (i) of Explanation 2 to section 7(1). 
Whatever may be the consideration for which the compensation is 
given, if it is given at or in connection with the termination of tho 
employment, it is to be treated as profit in lieu of salary and 
included in salary income. It does not matter whether the compen¬ 
sation is received by the employee as a matter of right or is given 
voluntarily by the employer. 

(9) C has moneylending business in Madras and tea gardens 
in Madras and Ceylon since January 1956. He is resident as -well 
as ordinarily resident in all years. He has furnished the information, 
given below for the account year ended 31st December 1960. Com¬ 
pute his total income for the assessment year 1961-62. 

(aj Income from moneylending Rs* 6,000. 

(b) Income from tea garden in Madras Rs. 10,000. 


Bona fide annual value 
Less One-sixth for repairs 


450 

850 

32,340 


900 

31,440 

1,800 

200 
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(c) Income from tea garden in Ceylon: 

In 1960 Rs. 30,000 and 
In earlier years Rs. 20,000 a year. 

(d) Remittances to India from Ceylon in 1960 Rs. 1,25,0.0. 

No remittance in prior years. 

Indian Income : 

Business ; Moneylending 

Tea garden in Madras (40% of Rs.10,000)... 

Foreign Income : 

Business : Tea garden in Ceylon, income not being agri¬ 
cultural income, as the land does not pay land 
revenue in India 

Total Income 

In the years prior to the previous year 1960 there was no remi¬ 
ttance from Ceylon. Before the assessment year 1959-60, income 
which accrued or arose outside India but was not remitted to India 
in the same year was exempt, in the case of residents, up to Rs. 
4.500. Therefore, in the two assessment years (1957-58 and 1958-59, 
Rs. 9,000 out of the unremitted foreign income was not taxed. Presu¬ 
mably the remittance of Rs. 1,25,000 in 1960 includes this Rs. 
9,000. Therefore it has to be treated as the income of the previous 
year 1960 under section 4(l)(b)(iii). But it has been excluded 
from the total income under the 5th proviso to section 4(1) on the 
assumption that income-Tax and any other amount due by the 
assessee under the Income-tax Act was paid within three months 
of the receipt of the remittance. If the tax due was not paid within 
that time, Rs. 9,000 will have to be included in the total income for 
the assessment year 1961-62. 

(10) X is a chartered accountant who keeps his accounts on the 
cash basis. His previous year ends on 31st March. In his return 
of income for the income-tax year 1961-62 he declares a net profe¬ 
ssional income of Rs. 75,000. His gross receipts are Rs. 85,000 and 
the expenses claimed as deductions amount to Rs. 10,000. 

The said expenses include Rs. 3,COO being the maintenance 
charges in respect of a staff car used by his employees. For his own 
personal use he has another car, but sometimes he uses the staff car 
also for professional work. 

On the occasion of his son’s marriage in January 1961, some 
of his clients gave handsome gifts amounting in all to Rs. 20,000 but 
they did not pay their bills for the professional services rendered 
by X during the year 1960-61 and X did not press for the payment 
of the bills. In his return of income he did not include either the 
value of the gifts received or the amount of the bills foregone, the 
latter totalling Rs. 15,000. 


Rs. 

6,000 

4,000 


30,000 

"40,000 
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X received during the accounting year a dividend of Rs. 700 
from an Indian company, after deduction of tax at 30%. 

X has declared in his return of income a net income of Rs. 
5,000 under the head ‘‘Property” after deducting a sum of Rs. 6,000 
on account of the interest payable by him on the mortgage of the 
property. On inquiry it is learnt that the property was mortgaged 
for a sum of Rs. 50,000, that the amount so obtained was utilised 
for meeting the expenses connected with his son's marriage and that 
interest was payable thereon at 12% per annum. The interest of 
Rs. 6,000 payable for the year was not actually paid during the 
year. 

X purchased 3% government securities of the face value of 
Rs. 40,000 on 1st October 1960 interest being payable thereon on 1st 
January and 1st July each year. He realised a net interest of Rs. 420 
on 1st January 1961 after deduction of Rs. 180 for income-tax. 
At the time of the purchase he had paid the vendor Rs. 210 towards 
the accrued interest after deducting Rs. 90 on account of income-tax 
thereon. 

How would you make X’s assessment for the year 1961-62 ? 


1 . 

Income from Property 

Rs. 

5,000 

2. 

Interest on securities (gross) 

600 

3 

Income from profession 

75,000 

4. 

Dividend gross 

1,000 


Total Income 

81,600 


The assessment will be made on the total income after giving 
^credit for the income-tax of Rs. 18) deducted at source from interest 
on securities and for Rs. 300 tax deducted at source from dividend. 

The above working is subject to the following remarks :— 

1. Rs. 3,000 being the maintenance charges of a staff car are 
an allowable deduction. The fact that X occasionally uses the staff 

-car for professonal work does not make any part of the said expen¬ 
ses inadmissible. X is also entitled to claim depreciation in respect 
of this car ; but in the absence of information, depreciation has been 
ignored. 

2. Gifts worth Rs. 20,003 received by X on the occasion of 
his son’s marriage are not taxable ; and as his accounts are kept on 
a cash basis, the value of bills foregone (Rs. 15,000) cannot be in¬ 
cluded in his total income. 

3. The mortgage interest ofRs, 6,000 payable by X is de¬ 
ductible in computing the income of house property, the purpose of 
the loan taken being immaterial, nor is it necessary that the interest 
should have been actually paid. 
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4. The amount of Rs. 210 paid by X at the time of purcha¬ 
sing the government securities goes to increase the cost of securities 
in his hands. The interest on securities is to be assessed only in 
the hands of the person who holds the securities on the date when 
interest becomes payable. Hence, the gross interest of Rs. 600 
received on 1st January 1961 is assessable in X’s hands. 

(11) During the year ended 31st March 1961, X had income 
from the following sources :— 

(a) He received ground rent of Rs. 10,000 from a tenant A to 
whom he had leased his agricultural land. A was not ploughing the 
land but had built shops on the same. Out of the rent of Rs. 10,000, 
Rs. 6,000 was stated to have been received for the land on which 
shops had been built and Rs. 4,000 for the vacant land around 
them. Land revenue paid by X in respect of this was Rs. 500 for 
the year. 

(b) X was working during the year as manager of a limited 
company on a salary of Rs. 50 ) per month. A sum of Rs. 3,000 
taken by him as a loan during the year ending 31st March 1960 wa^ 
deducted by the company during the accounting year by monthly 
instalments of Rs. 250. The provident fund of the company was 
recognised from 1st October 1960 on which date the following 
amounts were transferred to his accDunt .— 

(i) Rs. 3,000 consisting of the contributions made by him 

during the last ten years at Rs. 25 per month. 

(ii) Rs. 3,000 consisting of the contributions made by the 

company during the last ten years at Rs. 25 per month. 

(ui) Rs. 1,000 accumulated interest on his own contributions 
as well as those of the company. 

He has been contributing to the Provident Fund at the rate 
of Rs. 25 per month from 1—4—1960 to 31—J 1961 and the company 
has also been contributing monthly a similar amount. Interest of 
Rs. 200 was added to his account on 31-3-1961. 

(c) X received during the year Rs. 10,000 from a Hindu 
undivided family consisting of himself and his minor son, as income 
of his share. 

X paid Rs. 2,0j0 as premium to ensure his own life for 
Rs. 15,000, Rs, 2,000 as premium to insure the life of his wife for a 
similar amnunl and 50J as premium to ensure his minor son’s 
life for Rs. 5,000. 

Asceitain the lotal income of X for the assessment year 1961-62 
and also the amount of income exempt from income-tax. 

1, Salary : Rs. 

Amount due for the year 1960-61 
33 


6,000 
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Less Amount repaid on account of 

advance taken in 1959-60 3,000 3,000 

Amount liable to tax under section 


58J(1) which is transferred to X’s 
account in recognised provident fund : 
Contributions paid by company 3,000 
Accumulated interest ... 1,000 

4,000 

7,000 

2. Income from Other Sources : 

Ground rent from land not used for agricul¬ 
tural purposes 

10,000 


Less Land revenue paid 

500 

9,5C0 

Total Income 16,500 


1,500 

1,500 

150 

3,150 


ISlotes : 

X’s own provident fund contribution and the life insurance 
premia taken together do not exceed one-fourth of total income or 
Rs; 8,000 whichever is less. 

Nothing is to be included in the total income of X on 
account of the employer’s contribution to his provident fund which 
does not exceed 10% of X’s salary and on account of provident 
fund interest which does not exceed one-third of X’s salary or 
6% per annum. 

Rs. 500 life insurance premium paid for insuring the life of 
X’s minor son is not entitled to rebate in his personal assessment. 
It will, however, be exempt from income-tax in the assessment of 
the Hindu undivided family of X and his minor son. 

(12) X, the general manager of Popular Bank Ltd, has been 
in receipt of a salary ot Rs. 5,000 per month and an entertainment 
allowance of Rs. 5,000 per annum. He was provided with rent-free 
accommodation of his choice. In dealing with his assessment for 
1961-62 the Income-Tax Officer raised some, queries, and X in the 
course of his reply stated as follows :— 

(1) His contrbution to the recognised Provident Fund of 
the Bank was Rs 5,000 for the whole year ended 31st March 1961, 


Income exempt from Income-tax : 

Life insurance premium for policy on his own life restricted 
to 1'% of sum assured 

Life insurance premium for policy on the life of his wife 
restricted to 10% of sum assured 
Own contribution to recognised provident fund 
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the Bank also contributing an equal amount. The interest on his 
provident fund for the year was Rs. 7,500 calculated at 5 per cent 
per annum. 

(2) In April 1960 he had prepared for the widow of a friend 
a scheme for the investment of her large cash balance, and out of 
gratitude for the help thus rendered to her. she gave him in June 
1960 a eheque for Rs. 53,000. It was claimed t'nt this receipt was 
of a casual nature He gave half of this amount as gift to his 
wife wha purchased with it in August 1960 4p/ 0 Bombay Port 
Trust Debentures of the face value of Rs 24,000. Subsequently 
on 4th September 196 J and 15tli October 1960 he also gifted to his 
two sons A and B Rs. 15,030 ind Rs 10,000 respectively on their 
22nd and 17th birthdays. They also bought out of the gifts the 
above mentioned debentures of the face value of Rs. 14,400 and 
Rs, 9,60 respectively. The half-yeirly interest on the debentures 
which fell due on 1st December 1960 was received by them in their 
own right, 

(3) As regards his shareholding in Vijay Sugar Mills Ltd., 
a dividend of Rs. 40,55 was declared thereon on 15th March 1961 
but was made payable only on 15th April 1961. Therefore he had 
no income from dividends during the previous year 1960-61. 

From the details given above, compute the total income of X 
for the assessment year 1961*62. 


Rs. 

1. Income from salary : 

Salary at Rs. 5,000 per month 
Entertainment allowance 
Value of rent-free accomodation at 
10% of salary 


Less Deduction for entertainment 
allowance 

2. Other sources ; 

Remuneration for drawing up a scheme of invest¬ 
ment, not being casual income 50,000 

Half-year’s interest on debentures purchased by 
the wife and minor son with assets transferred 
to them by assessee [taxable in his hands under 
section I6(3)(a)(iii9 and (ivj] 756 

Dividends gross _ - .4,055 

Total Income 1,20,811 


60,000 

5,000 

6,000 

71,Of 0 

5,000 66,000 



518 


INCOME-TAX 


let out: Collection Charges Rs. 300 ; Fire Insurance 
Rs. 2C0 ; Repairs Rs. 800 ; Ground Rent Rs. 220. 

One-third of the above expenditure related to coolie lines 
and two-thirds to the buildings let out. 

(6) Cost of replanting of an abandoned area Rs. 3,000. 

In arriving at the net profit of the tea garden, depreciation in 
respect of its depreciable assets was charged according to the rates 
prescribed in the income-tax rules. No depreciation v as charged 
on buildings let out but the amount of depreciation debited to the 
Profit and Loss Account in respect of coolie lines was Rs. 5C0 only 

at 75% on its w. d. v. of Rs. 6,666. The book values of the depre¬ 

ciable assets were the same as their w. d. vs. for income-tax 
purposes. 

3. Agricultural income in Pakistan, no part of which was 
received in or brought into or remitted to India Rs. 9,000. 

4. As the managing director of the Property and Land Deve¬ 

lopment Co. Ltd. no remuneration was receivable by him from the 
company, but he was allowed to occupy free of rent a house owned 

by it, the bona fide annual value of which, during the relevant 

previous year, was Rs. 6,000 only. 

Compute Q’s total income, giving briefly the reasons for the 
inclusion or exclusion of any of the items from your computation. 

Assuming that agricultural income in Pakistan had suffered 
Pakistan agricultural income-tax at the rate equal to 6% of the 
income and the Indian rate of tax there is 20% what relief, if any, 
will be due to Q on agricultural income in Pakistan 7 



Rs. 

Rs. 

Taxable Profits oj Tea Garden : 



Profit as per Profit & Loss Account 

Less Rent of buildings let out (assessable under 


9,000 

section 9 

Interest on fixed deposit assessable under 

1,200 


section 12 

800 

2,000 

7,000 

Add Expenditure relating to buildings let out: 


Collection charges 

200 


Fire Insurance 

133 


Repairs 

533 


Ground rent 

147 

1,013 

Cost of replanting of an abandoned area. 



being capital expenditure 


3,000 



11,013 
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According to Income-Tax Rules, only 40% ofRs. 11,013 
is taxable income. Therefore, the taxable profits of the tea garden are 

4,405 

Taxable Income from Buildings let out '• 


Rent receivable being bona fide annual value 

Less One-sixth for repairs zOO 


1,200 

Fire Insurance 

133 


Ground Rent 

147 


Collection Charges (60% of annual value) 

72 

552 


648 


Rs. Rs. 

8,400 
648 
4,405 

9,000 

6,000 

800 15,800 

Total Income 29,253 

Notes : 

1. The rent collected from coolie lines is to be assessed as 
income from business and depreciation and expenses relating to 
such property are treated as admissible business expenditure. 

2. Assuming that coolie lines are third-class buildings, depre¬ 
ciation has been correctly charged and no adjustment in respect 

thereof is necessary. 

3. In the special circumstances of the case, the value of rent- 
free house is to be taxed as income from other sources and not as 
income from salary. 

A resident assessee is liable to income-tax in respect of his 
agricultural income in Pakistan. This agricultural income also 
suffers agricultural income-tax in Pakistan. There is thus a hard¬ 
ship caused in such cases. To avoid this hardship, provision has 
been made by section 49D(3) to allow relief of an amount equiva¬ 
lent to either the Indian income-tax on the agricultural income in 
Pakistan or the Pakistan agricultural income-tax, whichever is less. 
Therefore a relief of Rs. 540 (6% on Rs. 9,000; is due to Q. 

(15) In the course of the assessment proceedings of D, an 
individual, for the year 196 L—62 the following information has been 
gathered by the Income-Tax Officer :— 


1. Salary (Pension) 

2. Income from Property 

3. Business Profits 

4. Income from other Sources: 

Agricultural income in Pakistan 
Perquisite from company ... 
Interest on Fixed Deposit 
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(a) D was resident and ordinarily resident in India in the 

previous year ended 31st March 1961. 

(b) He was the manager of X Ltd, Bombay, prior to 1st 

April 1960 when he used to draw a salary of Rs. 3,600 
per month and an entertainment allowance of Rs. 600 
per month. The entertainment allowance had been 
received for the last seven years. 

(c) He left the service of X Ltd. on 31st March 1960, and 

on 1st April 1960 he joined Y Ltd, Ahmedabad, as its 
manager on a salary of Rs. 4,000 per month and an 
entertainment allowance of Rs. 600 per month. He was 
also provided with rent-free furnished accommodation, 
the fair rent of which was Rs. 1,500 per month, and 
was allowed to use exclusively for himself the company’s 
20 h. p. motor car free of charge. The car was used 
by him both for the purposes of his employment and 
for private purposes. 

(d) He had purchased certain investments in East Africa on 

10th April 1958 which yielded an annual income of 
Rs. 10,OOJ. No part of the income which accrued to 
him in the year 1959-60 was brought by him into India 
in that year. It was left in deposit with a bank there. 
The whole of this sum was included in his total income 
for the assessment year 1960-61. In the year .ended 
3/st March 1961 the entire sum of Rs. 10,100 which 
accrued to him in East Africa in the year ended 31st 
March 1960 together with Rs. 10,000 which accrued on 
this foreign investment in the year ended 31st March 
1961 was brought into India. 

(e) He owned a house which was let out to tenants at a rent 

ofRs. 1,000 per month. Against this, the following 
expenses were incurred :— 

Rs. 


Tenants’ burden 

2,000 

Interest on money borrowed for the 
construction of the house 

8,000 

Collection charges 

720 

Ground rent 

500 

Fire insurance premium paid 

1,500 


(f) He owned another house which was occupied by him as 
his own residence, the annual value of which was 
Rs. 3,600. He paid Rs. 500 premium for insurance agai¬ 
nst risk of damage or t destruction of the house. A sum of 
Rs. 300 fell due as land revenue for the year ended 31st 
March 1961 in respect of the house but it was not paid 
by him during that year. He remained away from 
Ahmedabad for three months from 1st July to 30 th 
September 1960 when the house remained vacant. 
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Compute the total income of D for the assessment yea 
giving reasons for your action. 

Salary: Rs. 

(а) Salary proper at Rs. 4,000 per 

month 

(б) Entertainment allowance (as the 

assesssee was not in receipt of an 
entertainment allowance prior to 
1-4-1955 from his present emplo¬ 
yer, no deduction therefor is 
admissible) 

(c) Value of rent-free accommodation : 

12J% of salary 6,000 

Excess of fair rent (Rs. 18,000) 
over 25% of salary 6,000 

(d) Value of benefit derived from 

private use of the employer’s ^0 
h. p. motor car at Rs. 125 per 
month 


Income from salary 


Income from Property : 

Annual value of house let out 
Less Tenants’ burden 


12,000 

2,000 


Bonan fide value 


10,000 

Less One-sixth for repairs 

Interest on money borrowed 
for construction of the 

1,666 


house 

8,000 


Ground rent 

500 


Insurance 

1,500 


Collection charges (limited to 


6% of bona-fide value) 

600 

12,266 

Annual value of house occupied 


3,600 

Less Statutory allowance 


1,800 

Bona-fide value 


1,800 

Lesb One-sixth for repairs 

300 


Insurance 

500 



Land revenue (allowed only 
when actually paid ; hence 
no deduction). Vacancy (as 
the property was occupied 
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1961-62 

Rs. 

48,o00 

7,200 

12,000 

1,500 

68,700 


-2,266 
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by the assessee himself, no 
allowance is admissible for 

vacancy). 800 1,000 


Loss from Property - 1,266 


Remittances ■ 

As Rs. 10,000 representing income from investments which 
accrued in East Africa in the year ended 31st March 1960 has already 
been taxed on an accrual basis in the assessment year 1960-61, it is 
not taxable again when remitted to India. Rs. 10,000 which accrued 
on this investment in the year ended 31st March 1961 is to be inclu¬ 
ded in the assessment for 1961-62 on the receipt basis. 

Rs. 

1. Salary 68,700 

2. Property loss -1,266 

3. Other Sources : Foreign income brought into India 10,000 

Total Income 77,434 


(16) X, a retired Legal Remembrancer, submitted his return 
of total income for the assessment year 193L-52 showing his total 
income for the previous year ended 31st March 1961 as under : 


1 . 

Pension 


Rs. 

9,500 

2. 

Interest on Securities (Gross) 


9,000 

3 

Other Sources : Dividends (Gross) 

8,135 


Director’s Fees 

4,800 

12,935 


31,435 

The folio ing further information was obtained by the Income- 
Tax Officer :— 

(a) Taxes have been correctly deducted at source from pen¬ 
sion, interest on securities and dividends. 

(bj X retired on 31-12-1959. On 1-4-1960 he was appointed 
a director of Y Co. Ltd., Bombay. As a director he 
rendered wholetime service to the company except for 
three months when he acted as an arbitrator as mentio- 
oned in (c) below, during which period he rendered 
part-time service to the company. He did not receive 
any fixed remuneration as a director. He, however, 
received director’s fees for attending the meetings of the 
board of directors. He was allowed to occupy free of 
rent a bungalow belonging to the company, the bona- 
fide annual value of which was Rs. 18,000 only, one- 
fourth of the bungalow being used by him exclusively 
for the company's work, 
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f'c) In addition to the rent-free accommodation, the company 
provided him a 20 h. p car for his use free of charge. 
The car was used by him both for official and personal 
purposes. 

X contends that, as he did not receive any fixed remune¬ 
ration from the company, the value of the rent-free 
accommodation and free use of the car cannot be 
regarded as perquisites in his hands and assessed as 
such. 

(i d) At the request of the Government of Bombay, X agreed 
to act as an arbitrator for a fixed remuneration for 
inquiring and reporting to the said Government about 
a dispute between the University of Bombay and the 
Bombay Municipal Corporation. He devoted part 
time to this job for three months and received Rs. 5,000 
as his remuneration. 

X claims this receipt as a casual receipt. 

Compute the total income of X, giving briefly the reasons for 
the inclusion or exclusion of the different items. 


Rs. 


Salaries (Pension) 


9,500 

Interest on Securities (Gross) 

Other Sources : 


9,000 

(a) Dividends (Gross) 

8,135 


(b) Director's Fees 

(c) Value of three-fourths of the rent- 

free bungalow (Rs. 18,000-Rs. 
4,500). As X is not in receipt 
of any salary, this is assessable 

4,800 


under section 12 

13,500 



(cf) Value of the benefit in the shape 
of free use of the company’s car 
(at Rs. 125 p. m. according to 


I. T. Rates) 

1,500 


(e) Remuneration for acting as arbi¬ 
trator being taxable as it arose 

• 


from the exercise of an occupation 

5,000 

32,935 

Total Income 


51,435 


(17) Y, a medical practitioner has declared the following 
particulars of his income for the previous year ended 31st March 


(a) Interest on securities (tax deducted at source 
Rs. 90; 


300 
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(b) Property : 

Annual value (5,400+ 3,600+12,000) 

21,000 


Less One-sixth for Repairs 
Interest on Mortgage 
Ground Rent 

Insurance Premium 

3,51)0 

400 

500 

700 

5,100 

15,900 

(c) Profession 

(d) Dividends (Net) 

Less Interest on Overdraft 


3,000 

593 

60,000 

2,407 

Interest on Fixed Deposit (Loss) 

Total Income 


-2,600 

76,007 


The following information has been obtained in the course of 
proceedings under section 23(3) — 

1 The ‘Professional Income Account’ in the assessee’s books 
shows credit and debit totals of Rs. 72,100 and Rs. 12,000 respec¬ 
tively. The receipts include Rs. 10,000 for fees received from a 
Marwari Seth who had called the assessee for his son’s treatment 
and paid Rs. 2,000 per day according to the terms previously settled. 
The outgoings include Rs. 5,000 for the cost of X-ray apparatus 
purchased during the year, besides salaries of compounders and 
other miscellaneous expenses of the assessee’s dispensary It is, 
however, noticed that, on the complete recovery of his son, the Seth 
had sent a cheque for Rs. 5,00J to ihe assessee in appreciation of 
the assessee’s professional services and out of the amount thus 
received, the assessee remitted a sum of Rs. 2,( 0J to the Seth’s 
private secretary, because it was at the latter’s suggestion that the 
Seth had called the assessee for his son’s treatment. These amounts 
of Rs. 5,000 and Rs. 2,000 had been accounted for directly in the 
assessee’s personal account and it is claimed that this net sum of 
Rs. 3 000, being in the nature of a mere windfall, should not be 
treated as'income for the purpose of assessment. 

2. The particulars of the house properties built in 1952 and 
owned by the aSsessee are as follows 

(a) He owns a bungalow, the annual letting value of which 

is Rs. 6,000 according to the municipal valuation. It 
is, however, let out on rent for Rs. 5,400 a year to a 
tenant who has also undertaken to bear the cost of 
repairs. The municipal taxes paid were Rs. 500. 

(b) He owns another house, the annual letting valve of which 

is Rs. 4,80 ) according to the municipal valuation. It 
is, however, let out on rent for Rs. 3,600 a year to a 
tenant who has undertaken to bear the cost of repairs. 
A sum of Rs. 400 is payable on account of interest on 
mortgage of this house, but it was not paid actually 
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during the previous year. Municipal taxes paid amount 
to Rs. 400. 

(c) The annual letting value of the assessee’s residential house 
is Rs. 12,000. The assessee paid Rs. 500 for ground 
rent, Rs.70J for premium to insure this property against 
the risk of damage oi destruction, and Rs. 1,000 for 
municipal taxes. 

3. The assessee purchased 3% Government paper of the face 
value of Rs.40,000 on 1st October I960, interest thereon being 
payable on 1st January and 1st July. He realised Rs. 600 on 
account of interest on 1st January 1961 and paid Rs. 180 for income- 
tax by deduction at source. At the time of purchase, however he 
had to pay to the previous holder (i. e., the vendor) Rs. 210 for 
interest accrued till 30th September 1960 after deducting Rs. 90 on 
account of income-tax thereon. He has thus declared a net income 
of Rs. 300 only from this source in the return and has claimed 
credit for Rs. 90 only for tax deducted at source. 

4. The income from dividends is Rs.4,000 gross. For 
purchasing the shares in question the assessee had taken a loan of 
Rs. 20,000 from the Bank on overdraft account on 1st April 1960, 
the rate of interest being 4/ 0 per annum. A sum of Rs. 10,000 was 
paid to the Bank on 31st July I960 ; but the assessee again took a 
loan of Rs. 6,000 on 1st January 1961 to meet the expenses of his 
daughter's marriage. 

5. The assessee had placed Rs. 20,000 on fixed deposit with 
a Bank on 1st July 1957 for three years. He received Rs. 2,400 for 
interest on this deposit on 1st July 1960 when the deposit was renew¬ 
ed for a further period of three years. The Bank, however, failed on 
30th September I960 and the assessee could realise only Rs. 15,000 
on 1st March 1951 against the original deposit of Rs. 20,000. He 
claims a set-off in respect of this loss of Rs. 5,000 and this is why 
he has shown a loss of Rs. 2,600 under “Interest on Fixed Deposit” 
in the return. 

You are required to compute the assessee's total income for 
the assessment year 1961-62. 


Rs. 

1. Interest on Securities (lax deducted at source being 

Rs. 180). 600 

2. Property Income : 

A. L. V. of bungalow let out 6,000 
Less one-half of municipal taxes 250 

Bona fide annual value 5,750 

Less Allowance for repairs as per 

section 9(l)(iiJ 350 5,400 
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A. L. V. of house let out 4,800 

Less one-half of municipal taxes 200 

Bona-fide annual value 4,600 

Less Allowance for repairs 

restricted to one-sixth 766 
Interest payable on mort¬ 
gage 400 1,166 3,434 

A. L. V. of residential house 12,000 

Less One-half of municipal taxes 500 


Less Statutory allowance 


11,500 

1,800 

Bona-fide annual value 


9,700 

But it is limited to 10%of 

total 


income 


9,0o5 

Less One-sixth for repairs 

1,510 

Ground Rent 

500 


Insurance Premium 

700 

2,710 


3. Professional Income ; 

Income as per accounts 60,000 

Add Amount subsequently received from 

the Seth 5,0C0 

Cost of X-ray apparatus being capital 
expenditure 5,000 


15,189 


70,000 

Less Depreciation (20%) of X-ray apparatus 1,000 69,000 

4. Other Sources * 

Dividends gross 4,000 

Less Interest on overdraft exclusively 
relating to this investment, i. e , 
on Rs. 20,000 for 4 months and 
on Rs. 10,000 for 8 months 533 3,467 

Interest on fixed deposit 2,400 5,867 

Total Income for 1961-62 assessment year 90,656 

The annual value of the residential house (Rs. 9065) has been 
computed as follows ;— 

Let x be the annul! value of the residential house ; then the 
taxable income thereof will be x-x/6-1,2000, and the total income 
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will be 600 + 5,400 + 3,433+ 69,000 + 3,467+ 2,400-I-x—x/6-1,20 l 
or 83,101 + 5x/6. 

Therefore 10x= 83,101 + 5x/6 ; 
or x=9,065. 

The above working is subject to the following observations :— 

(a) Rs. 5,000 subsequently received from the Seth is a receipt 
arising from the assessee’s profession and is therefore liable to tax. 
The remittance of Rs. 2,000 to the Seth’s private secretary is an 
application of income and is therefore not admissible as a deduction 

(b) By virtue of section 9(1) (iii), where the tenant undertakes 
to bear the cost of repairs, the allowance for repairs is restricted to 
the difference between the bona-fide annual value and the rent paid 
but not exceeding one-sixth of the annual volue. 

(c) The interest on Government securities falls due on the due 
date and not from day to day. The full amount of Rs. 600 will 
therefore be assessable in the assessee’s hands, and the amount of 
income-tax deducted at source will be Rs. 180. Rs. 210 which the 
assessee paid to the vendor will be treated as a part of the cost of the 
securities purchased. 

(d) The loss of part of the fixed deposit owing to the Bank’s 
failure is a capital loss. 

(18) From the following particulars relating to a Government 
employee, compute his total income for the assessment year 1961-62 
and state the amount on which he is entitled to rebate of income- 
tax :—- 

(a) Monthly salary of Rs. 2,250 from which tax and his con¬ 

tribution of Rs. 401 to provident fund were deducted. 

(b) Monthly deduction of rent for Government quarters 

occupied by him and his family Rs. 150. 

(c) Life insurance premium on his life policy for Rs. 20,0G0- 

Rs. 2,500. 

(d) Life insurance premium on his wife’s life policy for Rs. 

5,000 paid out of her stridhan money, Rs. 500. 

(e) Maintenance of a big new car purchased on 1st April 

1960 for Rs. 20,000 -Rs. 2,400. 

(/) Medical expenses for himself, wife and children, Rs. 500. 

(g) Annual value of his own house in Calcutta reserved for 

his residence, Rs. 2,400. 

(h) Dividend from a company not assessed to tax due to 

depreciation carried forward; Rs. 1,000 (gross), 

( i ) Purchase of de luxe edition of Dicken’s works, Rs. 450. 


Rs. Rs. 

1. Salary (Rs. 2,250 x 12) ... 27,000 

Less Maintenance of car ... 1,200 

Wear and tear of car ... 1,200 2,400 24,600 



528 


INCOME-TAk 


2. Property ... ... Nil 

3. Other Sources : Dividend (gross) ... 1,000 

Total Income 25,600 

Amount entitled to rebate of income-tax : 

1. Contribution to Provident Fund (400 x 12) 4,800 

2. Life insurance premium of Rs. 2,500 limited to 

10% of the sum assured ... 2,000 

6,800 

Rs. 6,800 limited to one-fourth of total income 6,400 


Notes '■ 

1. The rent paid for the Government quarters occupied by 
the assessee and his family is not deductible. But the assessee in 
this case does not pay tax on the annual value of his Calcutta house 
reserved for his occupation. 

2. As the premium on the wife’s life policy was not paid by 
the assessee, but was paid out of her stridhan, it is not eligible for 
rebate. 

3. Against Rs. 2,400 spent by the assessee for the maintena¬ 
nce of his motor car, the maximum amount normally, per executive 
instructions, for purposes connected with employment is Rs. 1,200, 
Depreciation at 20% on the cost of the car comes to Rs. 4,000, but 
the maximum amount of wear and tear normally allowable is also 
Rs. 1,201). 

4. There is no provision in law for the deduction of medical 
expenses. 

5. Rs. 450 paid for the purchase of Dicken’s works is not a 
permissible deduction from salary. Only the cost of books nece¬ 
ssary for the purpose of employment can be deducted from salary 
income up to a maximum of Rs. 500. 

Section B ^Hindu Undivided Families) 

(19) A was the karta of a Hindu undivided family. In 
response to a notice issued to'him as karta under section 22(2) 
for the assessment year 1961-62 (the accounting year of the family 
being the calendar year), he replied stating that a partition had 
taken place among the members of the family with effect from 1st 
July 1960 and that suitable action should be taken to make assess¬ 
ments on the three brothers A, B,and C, of the disrupted family. 
In the course of inquiry the following information was obtained : — 

1. Property. The house property consisting of three similar 
buildings constructed in 1952 was divided amongst A, B and C, 
each of them getting a building for his share. For the sake of 
convenience the establishment costing Rs. 1,200 per year, which had 
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been maintained for the collection of rent, was continued even after 
partition, the three brothers agreeing to bear in equal proportion 
the cost of the establishment. 

The annual rents received amounted to Rs. 75,000 out of 
which Rs. 7,710 was paid by way of interest on the mortgage of 
these houses besides the cost of establishment for the collection of 
rent, and the municipal taxes amounting to Rs. 6,000. 

2 . Share Business. The net income from this business up 
to the date of partition was Rs. 45,000. There were in stock on 
that date scrips of the face value of Rs. 1,2 ), 000, the book value 
(cost) and the market value thereof being Rs. 1,74,000 and 
Rs. 2,10,000 respectively. On partition the share business was 
transferred intact to A who paid oif the other two members of the 
family at market value for their shires of the scrips instock. In 
October 1960 A sold away all the scrips for Rs. 2,15,000 and bought 
fresh ones out of the sale proceeds. There were no other transactions 
in shares during the rest of the year 1960. 

3. Money-lending Business. The business was continued as 
a going concern by B and C who entered into a partnership on a 
50 ; 50 basis. The promissory notes in stock were divided equally 
between the three brothers. A realised the notes which fell to his 
share and invested the sale proceeds in agricultural land. He had 
to accept in one case Rs. 8,750 in satisfaction of a total debt of 
Rs. 15,786 and had to write off the balance. 

Out of the promissory notes which fell to the lot of B and C 
and which were thrown into their partnership, only Rs. 9,000 could 
be recovered in one case against a debt of Rs. 17,000 and the 
balance had to be written off. The net interest income derived 
by the partnership from the money-lending business amounted to 
Rs. 50,000 during 1960. 

The net income from this source before partition was 
Rs. 45,000. 

4. Cloth Business. The cloth business was also taken over 
by the partnership of B and C, A being paid off for his share of the 
business interest on the date of partition. The net income up to the 
date of partition was Rs. 90,000. 

After partition the net income of the partnership from this 
business amounted to Rs. 77,000 arrived at after deducting Rs. 3,00J 
legal charges incurred in connection with the defence of an em¬ 
ployee who was accused of infringing control regulations and was 
acquitted on trial. There was a dispute regarding the quality of 
cloth purchased from a supplier a few days prior ^to the partition 
of the family. The dispute was settled by the supplier refunding 
Rs. 10,000 in October 1960. The whole of this Rs. 10,000 was 
treated as a capital receipt by the partnership. 


34 
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The partition of the family and the 50 : 50 partnership bet¬ 
ween B and C are accepted as genuine. Show how the assess¬ 
ments of the various parties will be made. 

The assessment of the various parties for the year 1961-62 on 
the income of the previous year ending 31st Decemeber 1960 will be 
made in the following manner :— 

Assessment of the firm of B & C ! 


Money-lending : Net interest income 

50,000 


Less Bad debt written off 

8,000 

42,000 

Cloth Business : 



Net income as per accounts 

77,000 


Add Legal charges disallowed as not 
having been incurred for business 

purposes 

3,000 


Amount received from a supplier of 
cloth as it should go to reduce the 

value of opening stock of cloth ... 

10,000 

90,000 


Total Income 1,32,000 


This will be allocated between B and C as Rs. 66,000 for each. 
The firm being an unregistered firm, will itself be assessed to tax. 

Assessment of Hindu undivided family : 

1. Income from Property ; 


A. L. V. being rents received 

75,000 


Less one-half of municipal taxes 

3,000 


Bona-fide annual Value 

72,000 


Less One-sixth for repairs 12,000 

Interest on Mortgage 7,710 

Collection of Charges 1,200 

20,910 


Family share for half-year up to 
partition 

51,(90 

25,545 

Income from share business 


45,000 

Income from money-lending business 


45,000 

Income from cloth business ... 


90,000 


Total Income 2,05,545 
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The tax due from the family will be worked out and one-third 
of it will be collected from each of A, B and C. 

Assessment of A : 

1. Income from property : 

The income from this source for the 
second half-year is Rs 25,545. There¬ 
fore 1/3 share of A will be 
2 . Income from share business as compu¬ 
ted below : 

Cost of his share of scrips (1/3 of 
Rs. 1,74,000) ... 58,000 

Scrips purchased from B and C at 
market price (i e , 2/3 of 

Rs. 2,10,01)0) ... 1,40,000 


1,98,000 

Sale Proceeds ... 2,15,000 


Total Income 


He will pay income-tax and super-tax on Rs. 25,515. In 
addition he will also have to pay one-third of the tax assessed on 
the Hindu undivided family. 

As A went out of the money-lending business, the promissory 
notes obtained by him became his capital. Therefore the loss of 
Rs. 7,036 incurred by him is a capital loss. 

Assessment 0 / B : 

1. Income from Property (same as that of A) 8,515 

2. Share of profits from the unregistered firm 66,000 

Total Income 74,515 


As the unregistered firm itself has been taxed, B is not liable 
to pay income-tax and super-tax on his share of the profits of the 
firm. He will therefore pay only income-tax on Rs. 8,515 at the 
rates applicable to his total income of Rs. 74,515. In addition he 
will have to pay one-third amount of the tax assessed on the Hindu 
undivided family. 

Assessment of C : 

This will be the same as that of B. 


8,515 


17,000 

25,515 


(20) The Hindu undivided family of A, B and C keeps its 
accounts according to the calendar year. For the assessment year 
1961-62 the family has declared the following income from 1st 
January 196J to 30th September 1960 :— 
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Rs. 

Cloth business at Calcutta (Head Office) 60,000 

Cloth business at Gaya 25,000 

Cloth business at Patna 35,000 

Oil Mill at Burdwan 1,00,000 

Jute Press at Varanasi 1,00,000 

Property at Calcutta (as computed under section 9) 4,000 

Ground rent at Calcutta 3,000 


It is established that a partition took place in the family on 
1st October 1960 as a result of which the family properties and lands 
were divided in equal shares among A, B and C and the business in 
cloth, oil and jute was turned into a partnership wherein A, B and C 
came to hold equal shires with effect from 1st October 19n0. The 
family claims total exemption from tax for the assessment year 
1961-62 under section 25 on the ground that it had been assessed to 
income-tax under the Indian Income-Tax Act, 1918. 

The following information has been collected in the course of 
the proceedings under section23 (2) :— 

1. The Hindu undivided family had been assessed to income- 
tak for 1920-21 on an income of Rs. 12,003 fro n the cloth business 
carried on at Calcutta, Rs. 3,000 from the property at Calcutta and 
RS. 2,000 from ground rent. 

2. The cloth business at Gaya was started in 1929 and that 
at P^tna in 1 )30. Both these shops get their supplies of stock-in- 
trade exclusively from the Cilcutta shop and do not make any 
purchases directly. The goods are supplied to them by the Calcutta 
shop at 5 per cent above the cost price and interest at 6 per cent per 
<innum is charged on the outstanding amounts. 

3. The oil mill at Burdwan was started in 1939 and the jute 
press at Varanasi in 1941. The account books of the Head Office 
at Calcutta do not contain any entries for the capital employed in 
these businesses. The assessee, however, contends th it both these 
businesses were msre extensions of the old family business, because 
the profits made by the family in the cloth business were taken 
home and deposited in the Home Chest from which they were taken 
ouf and utilised for starting these businesses. The Home Chest 
Account shows that this statement is correct. 

4. From the old assessment records it is found that the family 
had taken one of its munims as a working partner in the cloth 
business in 1932 and he continued as a partner till 1939. The income 
from cloth business had consequently been assessed in the status of 
an unregistered firm for assessment years 1933-34 to 1940-41. Since 
1940 the family has been the sole owner of all the businesses. 

You are required to compute the family’s total income for 
both income tax and super-tax purposes for the assessment year 
1961-62. 
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In connection with this assessment, the first point to note is 
that the provisions of section 25(3) and section 25(4) apply onl$ 
to profits of a business, profession or vocation on which tax v\as at 
any time charged under the Act of 1918. Thus there can be no 
question of the exemption of the income from ground rent and house 
property under this section. 

Two or more businesses can be treated as the same business 
only if they are 50 inter-laced, inter-connected and inter-dependent that 
if one business fails the others will also fail automatically. Judged 
from this criterion, the cloth business at Gaya and Patna are to be 
treated as part and parcel of the cloth businesses at Calcutta. On the 
other hand, the oil mill at Burdwan and the jute press at Varanasi 
are completely independent businesses and the mere fact that the 
capital invested in them had come out of the profits made in the 
cloth business is by itself immaterial. The income from these 
businesses is not therefore entitled to the concessions provided in 
section 25(3) or 25(4). 

As the assessee was assessed only to income-tax under the 1918 
Act, the profits of cloth business will not be liable to income-tax. 
They will, however, be liable to super tax in the usual manner. 

Foi the reasons stated above, the total income of the H.U.F, 


is computed as follows :— 

For 

For 


Income-Tax 

Super-Tax 


Rs. 

Rs. 

Cloth business (Calcutta, Gaya and 

Patna) 

_ 

1 ,20,000 

Oil Mill 

1 ,00,000 

1 ,00,000 

Jute press 

1,00,' O') 

1 ,00,000 

Property 

4,000 

4,000 

Ground rent 

3,000 

3,000 

Total Income 

* 2,07,000 

3,27,000 


If the Hindu undivided family so claims before 30th September 
19 1 the cloth business income of Rs. 1,^0,000 can be substituted 
for the cloth business income included in the 1960-61 assessment of 
the family. The assessment if already completed, will have to be 
re-opened by the Income-Tax Officer. Of course, the family will 
make this claim only if the cloth business income for 1959 is greater 
than Rs. 1,20,000. 


(21) A Hindu undivided family assessed under the 1918 Act^ 
claims partition from 30-6-19 0 together with such other reliefs-as" 
may be admissibl. under, the Income-Tax Act. After investigating l 
the claim, the Income-Tax Olficer was satisfied that it was issea«!&i$<£ 
under the Act of 1918 and that the joint family properties had .been 
partitioned on 30-6—1960 and that the three businesses 
the family had fallen to the shares of the three groups, oner 



534 


INCOME-TAX 


the cloth business, the second the money-lending business and the 
third the grocery business. The assessment records show the 
following details :— 


Assessment 

Income assessed for 

Income for 

under the 

1960-61 for the 

period 1-1 

1918 Act 

account year 
ending 31-12-59 

to 30-6-60 

Rs. 

Rs. 

Rs. 

Property 5,000 

Cloth Business: 

20,000 

10,000 

Bombay Shop 4,000 

15,000 

10,000 

Poona Shop — 

10,000 

5,000 

Money-lending 2,000 

8,000 

4,000 

Grocery Business — 

5,000 

2,000 

Dividends (Gross)3,Q00 

5,000 

2,000 

14,000 

63,000 

33,000 


In respect of the dividend of Rs. 2,000 (gross) for the half-year 
ended 30-6-1960 the amount of income-tax deducted at source is 
Rs. 600. 

Compute the assessment of the Hindu undivided family for 
1961-62 and indicate the reliefs to which the assessee is entitled in 
respect of any other assessment, assuming that the claim for such 
relief has been made by the assessee in time. 


As the joint family was partitioned on 30-6-1960, the total in¬ 
come of the family for the period 1-1-1960 to 30-6-1960 is as follows— 


1 . 

Property income 

Rs. 

10,000 

2 . 

Business income : 


Cloth : Bombay shop 

10,000 


POona Shop 

5,000 


Money-lending 

4,000 

- 

Grocery business 

2,000 

3. 

Other Sources : Dividends gross 

2,000 


Total Income 

33,000 


The family was assessed under the Act of 1918 in respect of 
its cloth business at Bombay and money-lending business. On the 
partition of the family, ihese two businesses have been succeeded 
by two of the disrupted members. Therefore under section 25 
(4) no income.tax is payable in respect of Bombay cloth business 
and money-lending business. The total income of the family liable 
to income-tax is Rs. 19,000 only on which assessment is made under 
section 23(3). 

As no super-tax was paid under the Act of 1918, no part of the 
total income is exempt from super-tax. Super-tax will therefore be 
assessed on Rs. 33,000. 
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The assessee has claimed that its income for the broken part 
of 1960 from Bombay cloth, business and money-lending should be 
substituted for the income from these two sources assessed in the 
preceding financial year 1960-61. For the assessment year 1960-61 
income from Bombay cloth business and income from money-lending 
were assessed at Rs. 15,001 and Rs. 8,00 J respectively. In place of 
these incomes only Rs. 10,000 and Rs. 4,( 0) will now be deemed to 
be income assessable for 1960-61. That assessment will be revised 
accordingly and the necessary refund will be allowed if the tax for 
1960-61 has already been paid 


Assessment of H. 

U. F. for 1961-62 



For 

For 


Income-Tax 

Super-Tax 


Rs. 

Rs. 

1. Property Income 

... 10,000 

10,000 

2. Business Income : 



Cloth : Bombay business 

— 

10,000 

Poona shop 

... 5,000 

5,000 

Money-lending 

— 

4,000 

Grocery business 

... 2,000 

2,000 

3. Dividends gross 

... 2,000 

2,000 

Total Income 19,^00 

33,000 


(22) At the time of assessment for the year 1961-62 a Hindu 
undivided family, which had been assessed under the Act of 1918; 
claims partition of its two groups with efFect from 30th September 
1960 and also claims appropriate reliefs under section 25. The 
assessment records of the family show the following details :— 

— Typical j Income J Income determined 

assessment determined for the period 
under the Tor assess- 1 -4— 1960 1-10-1960 



1918 Act 

ment year 

to 

to 


1 

1960-61 

30-9-60 

31-3-1961 


Rs. 

Rs. 

Rs. 1 

Rs, 

Property income 
Income from cloth 

12,000 

1 

20,000 

20,000 

20,(00 

i 

business in Bombay 
Income from cloth 

8,000 

20,000 

10,000 

10,000 

business in Madras 
Branch 

1 

8,000 

2,000 

2,000 

Income from money- 



lending business in 
Calcutta 

3,000 

6,000 

1,500 

1,500 

Income from grain 



business 


6,000 

2,000 

2,000 

Speculation profit 

— 

10,000 

3,000 

3,000 

Total Income 

1 23,000 

70,000 

38,500 

38,500 
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The two groups of the family also claim that, after partition, 
they have formed themselves into a firm by a deed of partnership 
and file an application in time for the registration of the firm. On 
inquiry you find that 

(a) The properties have not been partitioned in definite 

portions and that income from speculation has not also 
been divided ; 

(b) Separate capital accounts of each of the groups, were 

started in the books of the cloth, grain and money- 
lending businesses with effect from 30th September 
1960 and the profits earned thereafter divided between 
the two groups. 

Draft such orders as are necessary to dispose of the claims of 
the Hindu undivided family and the firm under sections 25, 25A 
and 26A. Also compute the total incomes of the Hindu undivided 
family and the firm for the assessment year 1961-62. 


Order under section 25 A. The claim of the Hindu undivided 
family that there has been a complete partition of its assets cannot 
be accepted, as the house properties have not been partitioned in 
definite portions ; and the fact that income from speculation has 
not been divided also indicates that the speculation business 
continues to be joint. Thus, this is a case of partial partition of 
the assets of the family, whereby the business in cloth, grain and 
money-lending has ceased to be the business of the Hindu undivided 
family. Therefore income from property and speculation would 
be assessed as the income of the Hindu undivided family, and the 
income from the business in cloth, grain and money-lending as that 
of the firm. 

Claim under section 25(4). According to the facts on record the 
businesses in cloth, grain and money-lending were succeeded to 
by a firm consisting of the members of the family. But the claim 
made under section 25(4) can be entertained only in respect of the 
cloth business in Bombay and the money-lending business in 
Calcutta, because ihe present cloth -business at Madras and the 
present grain business were not assessed under the 1918 Act. 

In regard to the Madras branch of the cloth business, it 
should, however, be mentioned that the questions (a) whether the 
Madras cloth business has grown out of the Bombay cloth business 
and (b) whether the Madras cloth business and the Bombay cloth 
business constitute one business, are pure questions of fact, and 
full facts will first have to be gathered to see whether the Madras 
cloth business and the Bombay cloth business constitute one busi¬ 
ness. It is assumed that such facts reveal that they do not constitute 
one business. 
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Order under section 26 A. The partnership deed and the 
account books evidence a genuine partnership. The profits of cloth, 
grain and money-lending business have been duly divided between 
the two groups, say X and Y. Registration is therefore granted for 
the as essment year 1961-1 2. 

Assessment oj H.U.F. : 

Rs, 


Property income : 


• 40,C00 

Speculation business 

Madras cloth business income (Rs. 2,000) 

6,000 


and grain business income (Rs. 2,000) 
are includible in the total income of 



the family, because these businesses were 
not taxed under the 1918 Act 

4,000 

10,000 

Total Income 


50,000 

The Hindu undivided family will pay 

income-tax on 


Rs. 50,000. Assuming that the family was not assessed to super¬ 
tax for the first time in the year 192 '—21 or 1921-22, no part of the 
income is exempt for super-tax purposes. Income from the cloth 
business in Bombay (Rs. 10,COO) and income from the money- 
lending business in Calcutta (Rs. 1,500) will therefore be taken into 
account for super-tax purposes, and the total income for super-tax 
will then be Rs. 61,500. 

If the Hindu undivided family has also claimed that its 
income of the broken period of 1961-61 should be substituted for 
the income assessed in the 1960-61 assessment year, the assessment 
for the year 1960-61 will be revised by taking the income from the 
cloth business in Bombay at Rs. 10,000 and the income from the 
money-lending business in Calcutta at Rs. 1,500 in the 1960-61 
assessment as against the figures of Rs. 20,'-00 and Rs. 6,000 
respectively already included in the completed assessment ; and the 
necessary refund to tax for the year 1960-61 will be allowed to the 
family. 


Assessment of the firm : 

Rs. 

Income from cloth business in Bombay 10,000 

Income from cloth business in Madras 2,000 

Income from money-lending business in Calcutta 1,500 

Income from grain business 2,000 

Total Income 15,500 


This registered firm itself will not pay any tax for the assess¬ 
ment year 1961-62 because its total income does not exceed 
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Rs. 40,000. Therefore each partner’s share in the income of the 
firm will be assessed in his hands. 


(23) A Hindu undivided family consisting of father, two 
major sons and three minor sons was assessed as such up to and 
including the 1960-61 assessment. At the time of 1961-62 assess¬ 
ment, it is claimed by the family that a partition had taken place 
amongst the members of the family from 1-4-1960 and a partner¬ 
ship had been formed from that date for carrying on the business 
hitherto owned by the family. An application for registration under 
section 26 A had also been submitted on 29-9-60. 

The Hindu undivided family owned two houses and agricultural 
lands, two businesses carried on under the family name of V. D. & 
Sons, besides jewellery and cash. The capital invested by the family 
in the two businesses was Rs. 1 lakh inclusive of stocks, sundry 
debtors, other assets, etc. 

On 1-4-60 the first day of the account year under considera¬ 
tion, this capital was transferred from the account of the family 
and credited 1/5 each in the accounts of the two major sons and the 
balance of Rs. 60,000 in a joint account in the names of the three 
minor sons. Jewellery and cash kept outside the books were also 
divided similarly between the sons. No share was allotted to the 
father either out of the capital of the business or out of cash and 
jewellery. It was explained that the intention of the members was 
that the houses and lands should be allotted to the father and the three 
minor sons while the other family assets were divided equally 
amongst the five sons. Two relinquishment deeds were executed by 
the two major sons on 29-6-60 in favour of their father and the 
three minor brothers. These documents showed that after receiving 
Rs. 30,000 each on account of their share in the capital of the 
business and cash and jewellery, the two major sons relinquished 
their rights in the remaining family property both movable and 
immovable in favour of their father and the three minor brothers 
from 1-4-60. 

A partnership deed dated 3-4-60 has been produced. It has 
been executed by the father and his two major sons. It is stated in 
the partnership deed that the father, his two major sons and three 
minor sons were the members of a Hindu undivided family so far 
and that the two major sons had separated and gone out of the 
family from 1—"—60 after receiving their share from the joint family 
funds and properties, The deed further recites that the father and 
his two major sons considered it proper and prudent to conduct the 
business thereafter on partnership basis on the terms and conditions 
noted therein. The capital of the firm is shown to have been contri¬ 
buted as under ;— 
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(a) Rs. 60,000 by the father by way of cash, stock-in-trade etc, 

of the business of the Hindu undivided family fallen to 
his share. 

(b) Rs. 20,000 each by the two major sons. 

Profits of the business were to be divided amongst the father 
and his two major sons as 6/16 by the father and 5/16 each by the 
two major sons. 

Intimation about the partition of the family and the new part¬ 
nership formed was sent to the banks although the new partner¬ 
ship was not registered with the Registrar of Firms under the Indian 
Partnership Act. 

Decide the claim made under section 25A by the joint family 
and the application under section 26A submitted by the newly form¬ 
ed partnership. What would be the consequences if the application 
under section 26A were submitted on 10-HM960 ? 


Claim under section 25A. Section 25A deals with assessment 
after partition of a Hindu undivided family. Under this section it 
is necessary that there should not only be a severance of joint family 
status but the joint family propety should also be partitioned amon¬ 
gst the members or groups of members in definite portions. In this 
case the joint family status may be said to have been severed inas¬ 
much as there is an indication of their intention to do so ; but the 
joint family property cannot be held to have been partitioned in 
definite portions. The residential houses and the agricultural lands 
have not even been valued for the purposes of the division, not to say 
of their division in definite portions. These properties were capable 
of division by metes and bounds as required under section 25A, 
but have not been so divided. Section 25A applies only where the 
joint family ceases to exist and not where there has been only a divi¬ 
sion of part of the family property. A partition within the meaning 
of section 25A cannot be said to have taken place either amongst all 
the members or even amongst groups of members. Therefore the 
family’s claim under section 25 A cannot be admitted. 


It is a case of partial partition. The house and the agricultu¬ 
ral lands still belong to the family along with 3/5 share in the busi¬ 
ness and the other movable properties. This share belongs to the 
family which now consists of the father and the three minor sons, 
and not to the three minor sons only as claimed by the assessee. 
By virtue of the two relinquishment deeds the two major sons have 
of course separated from the family. 


Application under section 26A. The business carried on under 
the name of V.D.& Sons was till 31-3-1960 owned by the Hindu 
undividrd family consisting of the father, his two major sons and 
three minor sons. From 1-4-1960 it is stated to be owned by a 
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firm consisting of the father and the two major sons. Application 
for registration under section 26A has been made by the said firm 
accompanied by the partnership deed dated 3-4-1960. Although the 
partnership is shown to be between the father and his two major 
sons, the facts recited in the partnership deed clearly prove that it 
is between the father and his three minor sons (who still constitute 
a Hindu undivided family) of the one part and the two major sons 
of the other part. The father has entered the partnership in his 
own name as the karia. This is in order. Though the capital of 
Rs. 60,0 0 stands in the books only in the name of three minor 
sons, the facts show that it belongs to the remaining joint family of 
the father and his three minor sons. 

Though the new partnership has not been registered with the 
Registrar of Firms, the fact that intimation about the partition of 
the family and the formation of the new partnership was sent to the 
banks is enough to prove that the partnership evinced by the partner¬ 
ship deed of 3-4-1960 is genuine. As the application for registra¬ 
tion under section 26A has been submitted within six months of the 
constitution of the firm, it is in order and the firm is entitled to get 
registration for the assessment year 1961-62. 

Under the Indian Income-Tax Rules, it is necessary that where 
a firm is not registered under the Indian Partnership Act or the 
Indian Registration Act, application for registraiion must be sub¬ 
mitted within six months of the constitution of the firm. As the 
firm in question is not registered with the Registrar of Firms and 
it is presumably not registered under the Indian Registration Act 
also, it will not be granted registration under section 26A if the 
application for registration is submitted on 10-10-1960, as this date 
is beyond six months from the constitution of the firm. 

(24) A Hindu undivided family was assessed under the 1918 
Act in respect of income from property, interest on securities, and 
a retail hardware business. In 1936 a partial partition was allowed 
and the three erstwhile members of the family carried on this 
business as partners. 

In 1941, the firm started wholesale dealings in hardware 
business in a separate building and with a separate set of books but 
with capital supplied from the retail business. 

In 1947, a flour milling business was started, also in a separate 
building and with separate set of books but out of capital derived 
from the retail hardware business. 

On 1-4-1953, an outsider was taken in as a partner and the 
shares were redistributed. The account year is the financial year. 

The total income position for the relevant account years is 

under * 
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Assessed 

Assessed for 

Total income deter¬ 


under 

account year 

mined for account 


1918 Act 

ended 

31-3-60 

year ended 
31-3-61 


Rs. 

Rs. 

Rs. 

Interest on Securities 

1,090 

1,000 

1,000 

Profit from retail hard- 

ware business 

10,000 

20,000 

15,000 

Profit from wholesale 

hardware business 

— 

10,0 ’0 

8,000 

Profit from flour mill 

— 

1 5,000 

10,000 

Income from property 

5, 1 00 


— 


16,000 

46,000 

34,000 


Though the firm earned on business on 1-4-1961 it made no 
profit on that day, and on 2-4-1961 the business and the securities 
were taken over by a company. On 15-4-1961, the firm filed a 
petition undei section 25 4). 

In connection with its assessment for 196 L-62 the firm claims 
that it should pay no tax on the total inco ne of Rs. ^4,000 for the 
aceounL year ending 31-3-61, and it further claims to substitute this 
account for Rs. 46,000 for the account year ending 31-3-1 %0 

Explain how you would deal with the assessee’s claim. 


For the assessment year 1961-62 the accounting year ended on 
31-3-1961. The firm was succeeded to by the company on 
2-4-1961 and lienee the assessee’s claim to relief under section 25(4) 
pertains to the assessment year 1962-6 3 and not to the assessment 
year 1961-62. 1 he claim will be considered in the 19t)2-63 
assessment {23 L T. R. 37). The merits of the ease are, however, 
as follows :— 

(a) No tax is payable by the firm in respect of the income 
of the period between the end of the picviius year (31-3-1961) 
and the date of succession (2-4-1961). This peiiod comes to 
one day only when no profits were made 1 hus, the income is nil. 
The assessec’s claim of paying no tax in respect of the income of 
the previous year ended 31-3 1961 i-> not, thercfoie, tenable. 

(b) The assessee’s claim for substitution of income of the 
previous year ended 31-3-1961 for the income of the previous year 
ended 3' -3-1960 cannot be accepted, as the claim can only relate 
to the previous year immediately preceding the date of succession. 
Hence, the assessee’s claim for substitution can be considered for 
the previous year ended 31-3-1961 only. 

(c) Moreover, the relief can be allowed only in respect of the 
income of the business on which tax was charged under the 1915 
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Act. Profits of Rs 15,000 from retail hardware business will only 
be exempt from charge of tax under section 25 (4). 

(d) The assessee is not entitled to any relief under section 25 
(4) in respect of profits from wholesale hardware business, as it had 
not suffered tax under the 1918 Act. It was a new venture and 
hence a new business. It was not interconnected with the retail 
business. Failure of wholesale business would not necessarily, 
amount to closure of the retail business or vice versa. Similarly, 
no relief is due in respect of the profits of flour mill. The fact that 
capital was provided by the retail business does not make this 
business the same as retail hardware business. 

(e) The claim of the assessee for relief in respect of interest 
on securities is untenable, because relief under section 25(4) 
pertains only to pro its of business, profession or vocation and not 
to the income from any other source. 

(f) Relief in respect of the profits of Rs. 15,000 from retail 
hardware business alone will be allowable in the 1962-63 assessment 
year. 

Notes : (1) No relief was due in 1953 when there was a change 
in the constitution of the firm, because section 25(4) does not apply 
to cases of mere ch inge in the constitution of a firm. 

(2) The relief in respect of su cession in business was provided 
by the Amendment Act of 19 9, and therefore no relief could be 
due in 1936 when the partial partition of the Hindu undivided family 
was allowed, and the family business was succeeded to by the 
individual members of the family. 

Section C (Firms) 

(25) Is a registered firm liable to pay income-tax and super¬ 
tax on its profits ? If so, at what rates ? 

A.B.C. & Co. is a firm carrying on business in piecegoods. It 
is constituted by three partners, A, B and C who share profits and 
losses in the proportions of 2, 3 and 5 respectively. 

The Profit and Loss Account of the firm for the year ended 
31st March 1961 disclosed a net profit of Rs. 1,26,090 including 
interest on government securities Rs. 6, ( 00 (gross). The net profit 
was arrived at after debiting inter alia the following expenses:— 


(i) 

Salary to partner A 

Rs. 

18,000 

(ii) 

Interest to partner B 

6,000 

(iii) 

Rent to partner C 

9,000 

(iv) 

Income-tax on Interest on Securities 

1,800 


The firm has been registered under section 26A of the Income- 
Tax Act by the Income-Tax Olficer for the assessment year 1961-62. 
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Compute the total income of the firm and allocate the same to 
the partners. 


Income-tax is payable by a registered firm, whose total income 


exceeds Rs. 40,010, at the following rates : 

On the first Rs. 40,000 of total income Nil 

On the next Rs. 35,000 of total income 5% 

On the next Rs. 75,000 of total income 6% 

On the balance of total income 9% 


As regards partners they continue to be assessed to tax directly 
on their shares of the firm's income, but they are entitled to get a 
rebate of income-tax at their personal rates on their share of the 
income-tax paid by the firm. Each partner's sh ire of the income- 
tax paid by the firm is calculated according to his profit-sharing 
ratio. 


A registered firm is not liable to super-tax. The share of each 
partner in the firm’s income js added to his other income, and he is 
then individually assessed to super-tax. 

If the total income of the registered firm is derived from 
‘business 5 only, no rebate of super-tax is allowed to the partners in 
their individual assessments on any portion of the income-tax paid 
by the firm ; but, if the total income of the registered firm consists 
of income derived from sources other than ‘business’, rebate of 
super-tax is also allowed to the partners in their assessments on so 
much of their respective shares in the income-tax paid by the firm as 
is attributable to its non-business income. 


Rs. 

Net Profit as per Profit and Loss Account 1,26,09J 

Less Interest on Securities to be considered separately 6,000 

1,20,090 

Add Items disallowed : Salary to A 18,000 

Interest to B 6„000 

Income-tax on Interest on Securities 1,800 

Business Profits 1,45,890 


1. Interest on Securities (gross) 6,000 

2. Business Profits 1,45,890 


Total Income of the firm 1,51,890 
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Allocation to Partners' 


A 

B 

C 


Rs. 

Rs. 

Rs. 

Salary 

18,0i 0 

— 

— 

Interest 

— 

6,000 

— 

Balance (2 : 3 1 5) 

25,578 

38,367 

63,945 


43,578 

44,367 

63.945 

Income tax deducted from 

Interest on Securities for 

which each partner will 




get credit in his own 

assessment 

360 

540 

900 


Note : In computing the taxable profits of the firm, the rent 
paid by it to a partner is an admissible deduction, 


(26) Patel & Co. is a registered firm engaged in the manu¬ 
facture of pharmaceutical products. It consists of three partners A, 
B and C sharing profits and 1 sses in the proportions of 3, 2 and 1 
respectively. 

The firm’s accounts for the year ended 31st December I960 
disclosed a net profit of Rs. 1,80,0 JO after debiting inter alia the 
following items:— 

(a) Salary of Rs. 15, VO paid to partner C, who is a 

ciiemist and was in charge of the firm’s laboratory. 

(b) Rent of Rs. 9,0JO paid to the pirLner B for the portion of 

his building in which the firm’s ollice was situated. 

(c) Rs. 12,000 paid as interest to partner A on a loan 

advanced by him to the firm. 

(d) Rs. 6°,000 as the first instalment of the total considera¬ 

tion of Rs. 3,l0,b00 payable to British Laboratories 
Ltd , London, in five equal annual instalments, for 
securing from them the exclusive right to manufacture 
in India one of their special products known as “Tuber- 
colin” , a preventive of tuberculosis and Rs, 10,000 paid 
to them as royalty for the use of their formulae for the 
manufacture of the same. 

No income-tax or super-tax was deducted at source from 
the above payments. 

(e) Rs. 15,000 being the cost of new appliances purchased 

and installed in the firm’s laboratory, set up for carrying 
out researches for improving the firm's products and 
for discovering a preventive for cancer. 
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Depreciation debited to the Profit and Loss Account was 
the same as is admissible under the Income-Tax Act. 

The net profit of Rs. 1,80,000 included Rs. 6,000 being the 
interest received on a long-term deposit with the State Bank of 
India. 

‘Compute the total income of the firm giving briefly the reasons 
for inclusion or exclusion of each item. Also give an allocation of 
the firms total income among the partners, indicating on what 
amounts each partner will be entitled to rebate of income-tax and of 
super-tax in respect of the income-tax payable by the firm. 


Rs. 

Profit as per Profit and Loss Account ... 1,80,000 

Less Interest on Bank deposit assessable 

under the head “Other Sources” ... 6,000 

1,74,000 

15,000 

12,000 


60,000 


12,000 99,000 

2,73,000 

1. Business Profits ... 2,73,000 

2. Other Sources Interest on Bank deposit ... 6,000 

Total Income ’of the firm 2,79,000 

The royalty of Rs. 10,000 paid by the firm to the London 
concern for the use of the latter’s formulae is a revenue charge. The 
.proviso to section 10 (2)(iii) and section 10 (4)(a) expressly disallow 
interest and salary paid to a non-resident without deduction of tax, 
but there is no provision regarding disallowance of royalty paid 
without deduction of tax. Hence, royalty is admissible as a 
deduction. 

The firm would, of course, be liable as an assessee under 
section 18 (7) for its failure to deduct tax from the royalty y aid to 
4;he London concern. 

35 


Add Salary paid to partner C 
Interest paid to partner A 
First instalment of the considera¬ 
tion payable to the London con¬ 
cern for purchase of exclusive 
right, being capital expenditure. 
Out of the Rs. 15,00 ' capital 
expenditure on research labora¬ 
tory related to the firms busi¬ 
ness, one-fifth is admissible and 
the balance is added back. 
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Allocation of Firm's Income 


Partner 

Share 

Salary 

Interest 

i 

Balance 
of busi¬ 
ness in¬ 
come 

|Total of 
business 
| income 

Other 

Sources 

Total 

i 



Rs. 

Rs. 1 

Rs. 1 

Rs. 

Rs. 

Rs. 


3/6 

— 

12,000 1 

1,23,000| 

1,35,000 

3,000 

1,38,000 

A 

2/6 

— 

— 

&2,000 

| 82,000 

2,000 

84,00 C 

B 

1/6 

15,000 

— 

41,000 

1 56,000 

1,010 

57,00 C 

C 


15,UU0 

12,000 

2,46,000; 2,73,000 

6,000 

2,79,000 

i 


1 i 



Income-Tax payable by firm 

Rs. 

On the first Rs.40,000 of total income Nil 

On the next Rs. 35,000 of total income at 5% 1,750 
On the next Rs. 75,000 of total income at 6% 4,500 

On the next Rs. 1,29,000 of total income at 9% 11,610 

17,860 

(Average rate-17,860^/2,79,000 x 100-6 4%) 

The amount of tax appropriate to the firm’s income from 
sources other than business (Rs. 6,000) at 6*4% is Rs. 384 only. 


Therefore, the amounts on which each partner will be entitled 
to rebate of income -tax and of sUper-tax will be as follows :— 



- 



Partners j 

Share 

Rebate of I. T.on 

Rebate of S. T. on 

1 


Rs. 

Rs. 

A 

3/6 

8,930 

192 

B 

2/6 

5,953 

128 

C 

1/6 

1 2,977 

64 



17,860 

i 

384 


(27) A firm, consisting of three partners X, Y and Z with 
shares ■£, £ and £ respectively, has cloth trading business at Lahore 
which is looked after by partner Y and cotton trading and bullion 
speculation businesses at Bombay which are supervised by partner 
Z. X is merely a financing partner. 

For the previous year ending 31st March 1961, the partners 
filed on 15th July 1961 a return of income of the firm along with an 




REVISIONAL PROBLEMS WITH SOLUTIONS 547 

application for registration. The partnership deed showed that the 
firm came into existence on 1st April 1960. 

The results of examination of accounts were : 

Net profits of cloth trading business Rs. 50,000. 

Net profits of cotton trading business Rs. 80,000. 

Loss in bullion speculation business Rs. 50,000. 

These figures were worked out without taking into account the 
following items which were adjusted in the books at the end of the 
year 1960-61 :— 

Interest paid to X Rs. 4,000. 

Salary to Y Rs. 3,000, 

Rent to Y Rs. 600 
Salary to Z Rs. 2,400 

Partner X has his own money-lending business at Bombay. 
His income for the previous year ending 31st December 1960 was 
Rs. 1,50,000 net. He has a residential house built in 1940 whose 
annual letting value is Rs. 6,000, the municipal taxes paid in respect 
thereof being Rs. 500. 

Partner Y, who was throughout the previous year at Lahore, 
has a house in Bombay, the bona fide annual value of which is 
Rs. 1,200. A portion of this house was let out to the firm at Rs. 
50 p. m. A sum of Rs. 5,00) was found credited to his Bank 
account at Bombay. This was for a dividend paid by a company 
incorporated in Pakistan. 

Partner Z has independent speculation business of his own. 
His income during the year ended 31st March 1961 was Rs. 90,000 
from this business. 

Deal with the application of the firm for registration and work 
out the total income of the firm and the partners. 


Where the initial registration of a firm is sought for any 
assessment year, the application therefor lias to be made before the 
close of the firm's accounting year or within six months of the 
formation of the firm whichever is earlier. However, a firm which 
is registered with the Registrar of Firms or whose partnership deed 
has been registered with the Sub-Registrar; is permitted to make 
the application at any time before the close of the firm’s accounting 
year. The time-limit can be extended by the Income-tax Officer if 
the firm satisfies him that the delay in making the application was 
due to sufficient cause. 

In this case, even assuming that the firm is registered with the 
Registrar of firms or its partnership deed is registered with the 
Sub-Registrar, the application for registration should have been 
made on or before 31 st March 1961. The partners have not offered 
any valid explanation for not filing the application within the 
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prescribed time. The application for registration cannot, therefore, 
be entertained and the firm cannot accordingly be registered. 

Rs. 

Total Income of the Firm : 

Cloth business in Pakistan ; 


Net income as per accounts 

50,000 


Less Salary to partner Y 

3,000 


Add Salary to Y being inadmissible 

47,000 

3,0U0 

50,000 

Cotton trading business in Bombay : 

Net income as per accounts 

80,000 


Less Interest to partner X 4,000 

Rent to partner Y 600 

Salary to partner Z 2,400 

7,000 


Add Inadmissibles : Interest to X 4,000 
Salary to Z 2,400 

73,00 J 

6,400 

79,400 

Total 

Income 

1,29,400 


As a speculation loss cannot be set off against other business 
income, the speculation loss of Rs. 50,00C cannot be deducted from 
the above total income. It can, of course, be carried forward as a 
speculation business loss to be set off against the future speculation 
profits for 8 years. 

The total income of the firm will be allocated between the 
partners in the following manner :— 


Partner 

Profit 

Salary 

Interest 

Total 


Rs. 

Rs. 

Rs. 

Rs. 

X 

60.000 


4,000 

64,000 

Y 

30,000 

3,000 

... 

33,000 

Z 

30,000 

2,400 

... 

32,400 


1,20,000 

5,400 

4,000 

1,29,400 


Rs. 

Total Income of Partner X : 

1 Income from own business at Bombay 1,50,000 

Share income from the firm 64,000 


Business income 


2,14,000 
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2. Property income: 



A. L. V. of residential house 

Less Municipal taxes 

6,000 

500 


Less Statutory allowance 

5,500 

1,800 


Bona fide annual value 

3,700 


Less One-sixth for repairs 

616 

3,084 



2,17,084 

Total Income of Partner Y 



1. Share income from the firm 

2. Property income : 

Bona fide annual value 

Less One-sixth for repairs 

3. Dividend received in India 

1,200 

200 

33,000 

1,000 

5,000 


39,000 


Total Income of Partner Z 


1. Share income from the firm 

32,400 

2. Speculation profits 

90,000 


12,2,400 


Note : Though the firm is unregistered, the provisions of 
section 23 (5)(b) are apparently applicable. Therefore, the firm itself 
will not be assessed, but each partner's share income will be assessed 
iu his hands along with his other income. 

As partner Y is non-resident as well as residing in Pakistan, 
his share of profits from the firm will be assessed on the firm in 
view of the second proviso to 23 (5) (a) 

(28) A registered firm has three equal partners A, B and 
C. The net profit of the firm for the accounting year ended 31st 
March 1961, according to the books of the firm, is Rs. 45,000 after 
debiting to the Profit & Loss Account (i) a donation of Rs. 60,01)0 
to Delhi University and (ii) the following payments made to the 
partners : A’s salary Rs. 6,000: B’s interest Rs. 1,200; C 7 s interest 
Rs. 800. 

A and B are resident and ordinarily resident for the assessment 
in question, while C is non-resident. 
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There is no entry in the Profit & Loss Account pertaining to 
the sales amounting to Rs. 1,60,000 made by the firm of some of its 
machinery, which had been purchased secondhand five years earlier 
for Rs. 1,10,000 and whose writtendown value at the beginning of 
the account year was Rs. 25,000. 

A’s only other income, besides his share in the profits of the 
firm was in respect of his house property. The rent payable by 
his tenant was Rs. 6,000 per annum. The total amount of local 
taxes paid in respect of the property was Rs. 1,800 of which Rs. 600 
was paid by the tenant direct to the local authority in addition to the 
rent of Rs. 6,000 paid to A. 

B claims the allowance of speculation losses amounting to 
Rs. 15,000 and rebate on the premium of Rs. 6,200 paid by him in 
respect of the life insurance policy of his wife, the capital sum 
assured being Rs. 65,000. 

C has not so far exercised the option to be assessed at the 
rate applicable to his total world income. His only income besides 
the share in the firm’s profits consists of Rs. 60,000 from his agri¬ 
cultural land in Ceylon. 

Indicate how you would make the assessments of the firm and 
of its partners for the year 1961-62. 


Rs. 

Net Profit as per Profit & Loss Account 45,000 

Add the following items : 


Profit under section 10(2)(vii) or 

i sale of machinery 


(Rs. 1,00,000-Rs. 25,000) 


75,000 


Donation to Delhi University 


60,000 


Payments to Partners : 




Salary to A 

6,0C0 



Interest to B 

1,200 



Interest to C 

800 

8,000 

1,43,000 

Business income 



1,88,000 

Capital Gains 



60,000 

Total income 

of the firm 


2,48,000 

The shares of the partners in the income 

of the firm will be 

determined as under : 





A 

B 

C 


Rs. 

Rs. 

Rs. 

Salary 

6,000 

— 

— 

Interest 

— 

1,200 

800 

Balance of Business income 

60,000 

60,000 

60,000 
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66,000 61,200 60,800 
Capital gains 20,000 20,000 20,000 


86,000 81,200 80,800 


As regards the donation of Rs. 60,000 made by the firm to 
the Delhi University, a rebate of income-tax and super-tax will be 
allowed in the assessment of A, B and C on Rs. 20,00J in each case, 
provided it is not more than 1\% of his total income. 

Any income exempt from tax but included in the total income 
of the registered firm is to be apportioned amongst the partners in 
their profit-sharing ratio. 


Assessment of registered firm ; 

The firm will pay income-tax (but not super-tax) at the rates 
laid down in Finance Act 1961, the amount of income-tax being as 
follows : 

Rs. 

On business income of Rs. 1,88,000 9,670 

On capital gain of Rs. 60,00u at the rate applicable 
to Rs. 2,08,000 (Rs. 1,88,000 + one-third of capital 
gain) 3,309 

12,979 


The appropriate income-tax on the firm’s income from sources 
other than business is 


12 ,979x 60,000 
2,48,0 jU 1 


= Rs. 3,140. 


Therefore the partners are ehtitled to rebate on the following 
amounts in their individual assessments ; 


A 

B 

C 


Rebate of 
income-tax on 
Rs. 

4,327 

4,326 

4,326 


Rebate of 
super-tax on 
Rs, 
1,047 
1,047 
1,046 


12,979 3,140 


Assessment of A : 


Rs. 


Share of profits from registered firm 
Income from Property : 

Annual value (Rs. 6,000+ Rs. 600) 
Less One-half of local taxes 


66,000 

6,600 

900 
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Bona fide annual value 5,700 

Less One-sixth for repairs 950 4,750* 


Capital gain 20,000 


Total income 90,750 


He will pay income-tax on the capital gains of Rs. 20,000 at 
the rate applicable to Rs. 70,750 +one-third of Rs. 20,000, the 
capital gains not being liable to super-tax. He will pay income-tax 
and super-tax on Rs. 70,750 at the rates applicable thereto. 

He will get a rebate of income-tax on Rs.4,327 and a rebate of 
super-tax on Rs. 1,047 on account of income-tax paid by the firm. 

He is also entitled to a rebate of income-tax and super-tax on 
Rs. 6,806 (1\% of total income) on account of donation to Delhi 
University. 

Assessment of B ; 

The speculation losses of Rs. 15,000 suffered by B will not be 
allowed as a deduction in computing his total income. His total 
income (including Rs. 20,000 capital gains) will, therefore, be 
Rs. 81,200. 

He will pay income-tax on the capital gains of Rs. 20,000 at 
the rate applicable to Rs. 61,200 + one-third of Rs.20,000, the capital 
gains not being liable to super-tax. He will pay income-tax and 
super-tax on Rs. 61,200 at the rates applicable thereto. 

He will get a rebate of income-tax on Rs. 6,200 life insurance 
premium. 

He will also get a rebate of income-tax on Rs. 4,326 and a 
rebate of super-tax on Rs. 1,047 on account of income-tax paid by 
the firm. 

He is also entitled to a rebate of income-tax and super-tax on 
Rs. 6,190 (7£% of total income) on account of donation to Delhi 
University. 

Assessment of C : 

C, being a nonresident, his assessment will be made on the 
firm by virtue of the second proviso to section 23 (5) (a). Such 
assessment will be made on the following basis :— 

His total income including the capital gains of Rs. 20,000 is 
Rs. 80,8l'0, his foreign income of Rs. 60,000 not being liable to tax. 

He will pay income-tax on Rs. 80,800 at 25% plus a surcharge 
of 20% thereon and super-tax on Rs. 60,800 at 19% without any 
surcharge. If he had exercised the option to be assessed at the rates 
applicable to his total world income, income-tax on capital gains 
would have been calculated in the same manner as in the case of 
a resident assessee. 
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He is entitled to a rebate of income-tax on Rs. 4,326 and a 
rebate of super-tax on Rs. 1,046 on account of income-tax paid by 
the firm. 

He will also get a rebate of income-tax and super-tax on 
Rs. 6,060 (7£% of total income) on account of donation to Delhi 
University. 


(29) A firm, having three equal partners A, B and C owns a 
small textile mill at Ahmedabad, whose Profit and Loss Account for 
the year ended 31st December 1960 was as follows :— 



Rs. 


Rs. 

Opening Stocks 

7,80,000 

Sales 

50,24,000 

Purchases of Cotton 

18,00,000 

Closing Stocks 

7,60,000. 

Purchases of Stores 

5,80,000 



Labour Charges 

14,00,000 



Salaries 

2,00,000 



Electricity and Water 

64,000 



Contribution to Provident 



Fund 

Repairs of Buildings and 

40,000 



Machinery 

1,20,000 



Interest 

40,000 



Legal Charges 

5,000 



Miscellaneous Expenses 

30,5 0 



Depreciation 

1,18,500 



Loss on Sale of Oil Mill 

72,000 



Net Profit 

5,34,000 




57,84,000 


57,84,000 

The firm’s Balance Sheet on 31st December 

1960 was as 

under :— 

Rs. 


Rs. 

Bank Loan 

3,00,000 

Fixed Assets 

9,25,000 

Provident Fund 

2,15,000 

Stock 

5,60,000 

Sundry Liabilities 

2,40,000 

Sundry Debtors 

2,35,000 

A’s Capital Account 

7,22,000 

Advances to Gang; 

i 

B’s Capital Account 

7,23,000 

Ginning Factory 

2,40,000 


C's Account 

Cash in hand and 

1,20,000 




Bank 

1,20,000 


22,00,000 


22,00,000 


The following information is obtained by examining the firm's 
account books and by making inquiries 

1. The firm is being assessed as a registered firm since 
1954-55. For the current assessment, the partners filed an appli¬ 
cation for renewal of registration, and submitted a new partnership 
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deed. It contained a new clause which showed that in the Ganga 
Ginning Factory started by the firm at Kanpur one K was a partner 
with a l share, the remaining J share being owned by the firm. On 
inquiry the Income-Tax Olficer found that K was not a genuine 
partner, but was only an employee on Rs. 600 per month. 

2. The personal accounts of partners disclosed the following 
entries :— 

(a) Rs. 50,000 was credited to each of the partners on 1st June 

1960 by cheques, which was traced as coming out of a 
personal undisclosed bank account of the firm’s chief 
selling agent. When questioned, the latter explained 
that the amounts were repayments of loans borrowed 
by him, some three years ago, from A, B and C. 
There were no entries for alleged loans either in the 
accounts of A, B and C or in the books of the selling 
agent. 

(b) Rs. 60,000 was debited to the account of each partner 

during the year for cost of cloth purchased by the 
partner from the firm. On inquiry it was found that 
these sales were effected at 10% below cost. 

(c) Rs. 10,000 was credited to the account of A and 

Rs. 12,000 to the account of B for interest, while 
Rs. 6,000 was debited to C’s account for interest during 
the year. 

(d) Rs. 3,00,000 was debited to the account of C on 1st July 

1960 for a loan advanced by the firm to him at 4% 
p. a. interest for purchasing some agricultural land. 
On the same day the firm had borrowed an equal 
amount from its bank at 5% p. a. interest. 

3. The firm entered into some forward contracts of a 
speculative nature in cotton during the year, the profits received 
being Rs. 7,50,000 and the losses paid Rs. 5,50,000. The balance 
of Rs. 2,00,000 was deducted from the figure of closing stock of 
cotton and the net balance was shown in the Balance Sheet. When 
questioned the partners explained that the contract for cotton 
speculation was closely connected with the stock of cotton held 
by the firm, that the balance in the speculation account was carried 
forward to the next year as the particular contract was closed only 
in May 1961. 

4. Rs. 80,000 was debited to machinery repairs account on 
1st August 1960 for the cost of a new boiler which had to replace 
an old boiler which had become useless. The partners proved that 
the new boiler was exactly the same as the old one. The written- 
down value of the old boiler was nil and it was sold for Rs. 1,000. 

5. On 1st April 1960, the firm purchased an old ginning 
factory at Kanpur (called the Ganga Ginning Factory) and started 



REVISIONAL PROBLEMS WITH SOLUTIONS 555 


nmning.it. The accounts of this factory were made up on 31st 
March 1961. Its Profit and Loss Account for 1960-61 was as 
under— 



Rs. 

Rs. 

Expenses of ginning 

1,18,000 Ginning receipts 

2,50,000 

Interest paid to the firm 

of A, B and C 

12,000 


Depreciation 

20,000 


Profit: K 25,000 

Firm 75,000 

1,00,000 


2,50,000 


2,50,000 

The Current Account of the firm of A, B and C in 

the books 


of the Ganga Ginning Factory stood as below : — 

Rs. Rs. 

31-3-61 Balance c/'d 3,27,000 1-4-60 Cost of Building 

purchased 80,000 

Cost of Machinery 
purchased 1,20,000 

Cash advanced 40,000 

31-3-61 Interest 12,000 

Share of Profits 75,000 

3.27,000 3,27,000 


6. The firm owned an oil mill. It did not work at all 
during the year 1960. The firm finally sold away the oil mill 
building for Rs. 40,000 and the oil machinery for Rs. 1,20;000. 
The written-down values of these assets on 1st January 1960 were 
Rs. 35,000 and Rs. 1,50,000 respectively. The original costs of these 
assets were Rs. 60,000 and Rs. 2,00,000 respectively. 

7. The account for the unrecognised provident fund in the 


firms books was as follows :— 

Rs* 

Credit balance b/f from previous year 1,50.000 

Employees’ contributions 40,000 

Contributions by the firm 40,000 

Interest credited 11,000 

2,41,000 

Less Debits for payment made to retiring employees : 

Contributions 24,000 

Interest 2,000 26,000 

Balance c/f 2.15,000 



556 


INCOME-TAX 


8. Legal expenses account included debits for Rs. 1,200 paid 
to a vakil for successfully defending a civil suit brought against the 
firm by a neighbouring mill company for an alleged encroachment 
of land by the firm. 

9. Miscellaneous expenses include (i) Rs. 200 paid as a dona¬ 
tion to a recognised charity; (ii) Rs. 1,000 paid as fees to a 
chartered accountant to represent the firm before the Income-Tax, 
Officer ; and (iii) Rs. 3,000 paid to ring leaders of labourers to avoid 
a strike. 

Ascertain the total income of the firm of A, t B and C for the 
assessment year 1961-62, assuming that the amount of admissible 
depreciation in respect of the fixed assets of the textile mill is 
Rs. 80,000 and in respect of Ganga Ginning Factory Rs. 14,800. 


Textile Mill at Ahmedabad : 

Net Profit as per Profit & Loss Account for 1960 
Add the following items ; 

. Contribution to unrecognised provident 
fund. 

Depreciation, the admissible amount 
being deducted later 

Cash credits in partners' accounts, as 
these appear to be undisclosed profits 
for want of satisfactory explanation 

Sales to partners at 10% less than cost, 
i. e., 1/9 of Rs, 1,80,01)0 

Interest paid to partners 

Interest paid to the Bank, not for 
business, as the loan was taken on be 
half of a partner (1% on Rs. 3,00,000 
for 6 months) 

Cost of new boiler not being a current 
repair. 

Interest credited to Provident Fund 
being interest paid to self as the Fund 
is presumably under the firm's dwn 
management 

Donation to charity 

Payment to labour leaders not laid out for 
purposes of business 

Loss on sale of oil mill being capital loss 


Rs. 

5,34,000 

40,000 

1.18,500 

1,50,000 

20,000 

22,000 

1,500 

80,000 

11,000 

200 

3,000 

72,000 5,18,200 


Deduct the following items : 

Payment made out of unrecognised provident 
fund ; 

Employers* contributions 12,000 


10,52,200 
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Interest 2,000 

Admissible depreciation 80,0U0 94,000 

Add Profit under section 10 (2) (vii) in 9,58,200 

respect of old boiler with written- 

down value as nil) sold for Rs. 1,000 1,000 

Income from textile mill 9,59,200 


As the oil mill did not work during the year 1960 at all, there 
can be no balancing depreciation or balancing charge under section 
10 (2) (vii) in repect of its building and machinery sold. 

Speculation Business : 


Profit in cotton speculation, wrongly carried to the 

next year 2,00,000 


Ganga Ginning Factory . 

Profit as per Profit and Loss Account for the 

previous year ended 31st March 1960 1,00,000 

Add Depreciation, the admissible amount will be 

deducted later 20,000 

Interest to self 12,000 

1,32,000 

Less Salary to K, who is found to be an employee 

and not a partner 7,200 

1,24,800 

Less Admissible depreciation 14,800 

Income from ginning factory 1,10,000 


Statement of Total Income : 

Profits of textile mill 9,59,200 

Profits of speculation business 2,00,000 

Profits of ginning factory 1,10,000 


12,69,200 


The firm is being assessed as a registered firm since 1954-55, 
The partners have duly submitted an application in proper form 
for renewal of registration of the firm for the assessment year 
1961-62. They have filed aloDg with the application a new partner¬ 
ship deed as required by the Rules. 
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The firm is properly constituted. A new clause has no doubt 
been introduced in the deed, mentioning that for the ginning factory 
at Kanpur, a new business started on 1st April 1960, one K was 
taken as a partner. On inquiry this was found to be false. K was 
not a partner but was only an employee of the firm on a salary of 
Rs. 600 per month. This mis-statement of fact regarding the 
constitution of a branch business need not, however, affect the main 
constitution of the firm which is quite genuine. The registration 
of the firm will therefore be renewed for the assessment year 
1961-62. 

(30) Gulab & Co., a firm of five partners with equal shares, 
filed its return of income for the assessment year 1961-62 with an 
application for renewal of registration. Its Profit and Loss Account 
for the previous year ended 31st December 1960 disclosed a net loss 
of Rs. 45,000. 

The following information has been collected in the course of 
assessment proceedings :— 

(i) The capital contributions of the five partners are as 
under:— 

Gulab ... Rs. 2,00,000 

Mrs Gulab ... Rs. 1,50,000 

Ram ... Rs. 1,00,000 

Manak ... Rs. 2,00,000 

Gayab ... Rs. 1,50,000 

(n) Gulab and Ram are divided brothers. Manak is the 
22-year old son of Ram, the capital standing to his 
credit being gifted by his father. Mrs Gulab’s capital 
represents stridhan given to her by her father and 
Gulab never utilised her money for his purpose. 
Gayab is said to be a stranger. 

(iii) On receipt of an anonymous petition the Income-Tax 
Officer made investigation and found that there was 
no person called Gayab. Eventually Gulab and Ram 
admitted that he was a bogus person and that his 
share really belonged to them equally. 

(ru) Establishment charges included Rs. 6,000 paid to 
Gulab and Ram each. 

(v) Rent of Rs. 6,000 was paid to Gulab. 

(ui) Interest was paid on partners' capital at 6% per annum 
but no interest was charged on partners' drawings. 

(uii) Travelling expenses include (a) Rs. 300 paid monthly 
to Manak to meet conveyance charges for visiting 
from the firm's head office its branches spread over 
the city ; and (b) Rs. 10,000 spent by Ram for his 
trip to the U.K. to float a company in that country to 
facilitate purchase of goods in the U.K. for the firm. 
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(vizi) Law charges include (a) penalty of Rs. 8,000 paid for 
contravention of import and export control regula¬ 
tions, and (b) Rs. 3,000 spent in connection with a 
successful appeal to Appellate Tribunal against assess¬ 
ment for 1956-57. 

(i:r) Rs. 5,000 spent in connection with the putting up of a 
temporary stall in an industrial exhibition is claimed 
under advertisement charges. 

(x) Gulab was the agent of an insurance company to which 
fire insurance premium of Rs. 25,000 was paid by the 
firm, and he received a commission of Rs. 5,000 from 
the insurance company. 

(aa) The firm contributed Rs. 10,000 to an unrecognised 
provident fund maintained by it for its employees, 
and Rs. 6,000 was paid to a retired employee out of 
the firm’s contributions in earlier years. 

(xii) General charges include Rs. 1,000 and Rs. 500 being 
subscription to a trade association and contribution 
to a school recognised by Government. 

(xiii) The net sales credited to Profit and Loss Account were 
arrived at after deduction of Rs. 10,000 paid to 
Manak at one per cent of the sales made under his 
supervision. 

(.nu) Rs. 1,00,000 shown in the Balance Sheet as addition to 
2nd class buildings made on 1-7-1960 was found to 
represent entirely the cost of constructing anew 1st 
class building. The depreciation written off in respect 
of all other assets is in order. 

(.ri>) There is a cash credit of Rs. 1,20,000 in the account of 
Ram described as sale proceeds of bullion. The sale 
has been proved by the accounts of the bullion dealer, 
but Ram is unable to prove when and from what 
source he got the metal. 

(xvi) There is an unexplained cash credit of Rs. 50,000 in 
the account of Bhim who is not traceable. 

(xvn) Gulab speculated in shares and securities on his own 
account and incurred a net loss of Rs. 30,000. 

You are required (a) to compute the total income of the firm 
and of all the partners, giving reasons for the inclusion or exclusion 
the different items, and (b) to explain what penal action can be 
taken in this case. 

Total Income of the Firm ; 

Net loss as per Profit and Loss 
Account 


Rs. Rs. 

45,C00 
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Deduct the following items : 

1. Salary paid to Gulab and Ram— 

Rs. 6,000 to each 12,000 

2. Interest paid to partners on their 

capital : 

Gulab on Rs. 2,00,000-l-Rs. 

75,000 in Gayab’s name 16,500 

Ram on Rs. 1,00,100 + Rs. 

75,000 in Gayab’s name 10,500 

Mrs. Gulab on Rs. 1,50,000 9,000 

Manak on Rs. 2,00,000 12,000 48,000 


3. Expenses incurred on Ram’s 

trip to the U. K., being 
capital expenditure connected 
with the formation of a 
company 10,000 

4. Penalty for contravention of 

import and export control 
regulations 

5. Expenses of income-tax appeal 

6. Contribution to unrecognised 

provident fund 10,000 

Less Amount paid to a 
retired employee 6,000 


8,000 

3,000 

4,000 


7. Contribution to school entitled 
to rebate of tax under sec¬ 
tion 15B. 

8- Commission on sales paid to 
partner Manak 

9. Excess depreciation on new 
building charged to Profit 
and loss Account ( 2\% on 
Rs. 1,10,1 0U for six months) 
10. Cash credit in the name of 
Bhim who is not traceable, 
being taken as income from 
an undisclosed source 


500 

10,000 

1,250 

50,000 


Profit being total income 


1,46,150 

1,01,750 


Notes: 

1. Rent of Rs. 6,000 paid by the firm to a partner is an 
admissible deduction. 

2. The conveyance charge of Rs. 300 per month, though 
incurred by a partner, is wholly allowable as it was purely for 
business. It does not include any personal expenditure, which is 
inadmissible. 
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3. The cost of erecting a temporary stall in the exhibition, 
which is demolished after the exhibition, cannot be treated as capital 
expenditure as it does not bring into existence an asset of enduring 
benefit* It is a revenue expenditure allowable under section 10(2) 
(xv). 

4. As regards the commission received by partner Gulab from 
the insurance company, it is not paid by the assessee firm. So it 
cannot be disallowed under section 10(4)(b). It is the partner’s 
individual income and will therefore be taxed in his hands. 

5. The cash credit of Rs. 1,20,000 in the name of partner Ram 
will be considered in his individual assessment. 

6. The cash credit of Rs. 50,000 in a fictitious name is added 
to the income of the firm. 


Allocation of Firm’s Income between the Partners : 


Salary 

Gulab 

Rs. 

6,000 

Mrs. Gulab 
Rs. 

Ram 

Rs. 

6,000 

Manak 

Rs. 

Interest on Capital 

16,500 

9,000 

10,500 

12,000 

Commission 

— 

_ 

- 

10,000 

Balance of income 
(3:2;3:2) 

9,525 

6,350 

9,525 

6,350 

Share of Income 

32,025 

15,350 

26,025 

28,350 


Total Income of Gulab : 

Rs. 

1. Property : Gross annual value on the 

basis of rent received from the firm 6,000 

Less One-sixth for repairs 1,000 

2. Business : 

Share of income from Gulab & Co. 

Share of income of Mrs. Gulab from the 
same firm 

3. Other Sources : 

Commission from insurance company 5,000 

Total Income 57,375 

The loss of Rs. 30,000 incuried by the assessee from specula¬ 
tion in shares and securities cannot be set off against any of the 
above incomes. It will be carried forward for future set-off against 
•speculation business profits. 

3o 


32,025 

15,350 47,375 


Rs. 

5,000 
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Total Income of Mrs. Gulab : 

Apart from her share of income from the firm of Gulab & Co., 
which is included in the total income of her husband, she has no 
other income. 

Total Income of Ram : 

1. Business : 

Share of income from Gulab & Co 

2. Other Sources : 

Income from undisclosed source 

Total Income 1,46,025 


There is a cash credit of Rs. 1,20,000 in the assessee’s name in 
the books of his partnership business (Gulab & Co.). It is proved 
that this represented the sale proceeds of bullion, but there is no 
evidence to prove when and how he got this bullion. Therefore, it 
is taken as income from an undisclosed source. 

Total Income of Manak : 

1. Business : 

Share of income from Gulab & Co 

Total Income 28,350 


Rs. 

28,350 


Rs. 

26,025 

1,20,000 


Penal Action : 

The Income-Tax Officer can take the following penal action 
against the firm and its partners :— 

(a) Action under section 28(l)(c) can be taken against the 
firm for concealing its income of Rs 50,000 in Bilim's account and 
for claiming excess depreciation on 1st class building by misrepre¬ 
senting it to be a 2nd class building. 

(b) All the partners of the firm can be prosecuted under 
section 52 for making a false statement in the application for regis¬ 
tration of the firm. 

(c) Gulab and Ram can be prosecuted under section 52 for 
filing false returns of income without disclosing their real shares in 
the firm. They can also be prosecuted ’ under the I. P. C. for 
cheating. 

(d) Action under section 28(l)(c) can be taken against Ram 
for having concealed income of Rs. 1,20,000. 

(e) The firm’s application for renewal of registration can be 
rejected and the firm assessed as unregistered, ^s the partnership 
deed does not show the real constitution of the firm. If this is done. 
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the Income-Tax Officer must follow the procedure laid down in 
section 23(5)(b) because the total incomes of the two partners are 
quite high. Under this section, the Income-Tax Officer can assess 
the partners of an unregistered firm in respect of their shares of the 
firm’s profits instead of assessing the unregistered firm as a unit, if 
such a course is more advantageous to the revenue. 


Section D (Companies) 

(31) Assessee ; a limited company, Assessment year : 1961-62. 
Accounting year : calendar year 1960. Business : ginning and 
pressing factory. 


Profit &. Loss Account for 1960 


Oil, Fuel, and other 
stores 

Salaries and Wages 
Depreciation 
Miscellaneous Charges 
Profit c/d 

Rs. 

1,00,000 

80,000 

40,000 

40,000 

40,000 

Ginning and Pressing 
Charges received 

Rs. 

3,00,003 


3,03,000 


3,00,0 0 

Dividend 

Replacement Resene 

80,000 

60,000 

Last year’s profits 
Profit for 1960 

1,00,000 

40,000 


1,4C,C00 


1,40,000 


Having regaid to the following information, compute the 
company’s total income for the assessment year 1961-62 :— 

(a) The cost of fixed assets on 31st December 1959 was- 
Rs. 8,00,000 and new additions made in June 1960 were : Buildings 
(non-factory but first class) Rs. 1,00,000 and machinery Rs.1,00,000. 
The written-down value ot factory buildings (first class) and of 
machinery as at the end of the assessment year 1960-61 was 
Rs. 2,00,000 each, the prescribed rate of depreciations being 5% and 
9% respectively. The factory worked double shift throughout the 
year 1959. 

(b) Rs. 20,000 was transferred direct from ginning and 
pressing account to a contingency reserve. 

(c) Rs. 5,000 recovered from a bad debt of Rs. 10,000 which 
was claimed but was disallowed in the assessment year 1958-59 has 
been credited to general reserve. 
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(d) The amount of Rs. 1,00,000 for oil, fuel and other 
consumable stores includes Rs. 50,000 being cost of stores consumed 
arrived at as follows : 

Rs. 

Stock of stores at cost on 1-1-1960 50,000 

Purchases during 1960 60,000 

1,10,000 

Less Stock of stores on 31-12-1960 after reduction 

of Rs. 10,000 for depreciation 60,000 

50,000 


(, e ) Salaries and wages include (i) Rs. 600 pension paid to the 
widow of a deceased manager, (ii) Rs. 1,200 contribution to a 
recognised provident fund, (iii) advance salary to the present manager 
for 6 months of 1961 at Rs. 500 per month. 

( j) Miscellaneous charges include (i) Rs. 20,000 cost of a new 
school building erected in September 1960 for the education of 
employees’ children and Rs. 6,00J pay of the staff of the school, 
and (ii) Rs. 1,000 cost of a radio set purchased in April 1960 for the 
employee’s recreation club. 


Rs. 

Profit as per Profit & Loss Account ... 40,000 

Add Ginning and Pressing income not shown in 

the Profit & Loss Account ... 20,000 

Undervaluation of closing stock of stores 10,000 

Advance salary of manager ... 3,000 

Cost of school building being capital 
expenditure ... 20,000 

Cost of a radio set being capital expenditure ... 1,000 

Depreciation charged ... 40,000 


1,34,000 

Less Development rebate on 

new machinery installed 
in June 1960 (25% on 
Rs. 1,00,000) 25,000 

Depreciation as calculated 

below 45,225 70,225 


Total Income 63,775 


Depreciation allowance for 1961-62 : 

Rs. 

Factory Buildings : 5% on Rs. 2,0 V 00 10,000 

Non-factory Buildings 2£% on Rs. 1,00,000 for 6 months 1,250 
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School Building 2\% on Rs. 20,000 for 3 months ... 125 

Machinery : 9% on Rs. 2,00,000 ... 18,000 

9% on Rs. 1,00,000 for 6 months ... 4,500 

Double shift allowance (50% of Rs. 22,500) 11,250 

Radio : 15% on Rs. 1,000 for 8 months ... 100 


45,225 


Notes : 

All stocks should be valued on a uniform basis. When 
the opening stock of stores was valued at cost, it is necessary that 
the closing stock should also be valued at cost. Therefore the 
depreciation of Rs, 10,000 in the value of closing stock of stores 
cannot be allowed 

The prescribed rate of depreciation for radio sets is 15%. 

In computing the taxable profits of the accounting year i960 
expenses relating to a preceding or subsequent year are irrelevant. 
Therefore the advance salary to the manager for six months of 1961 
is not deductible. 

(32) The Profit and Loss Account of a limited company 
engaged in the manufacture of electric goods, showed a net profit of 
Rs. 12,50,000 for the year ended 31st December 1960 Having 
regard to the following information compute the total income of 
the company for the assessment year 1961-62 : 

1. During the year 1960 a godown of the company contain¬ 
ing stock worth Rs. 2,50,000 was destroyed by fire. Rs. 2 x / 2 lakhs 
received from the insurance company (Rs. 1 lakh on account of 
building destroyed and Rs. U/ 2 lakhs on account of stock burnt) was. 
credited to Buildings Account. The written-down value of the 
godown destroyed was Rs. 1,15000 on 31st December 1959. 

2. Rs. 5,000 profit, made by the company on sales in an 
exhibition in London and kept as a deposit in a London bank, was 
credited to Contingency Reserve. 

3. Rs. 83,000 stands debited to Profit & Loss Account as 
interest. The details of the Interest Account are as under :— 


Rs. 

Interest paid on borrowings 98,700 

Less Interest on securities received after 

deduction of tax 13,700 


85,000 


4. Rs. 2,50,000 was charged to Profit and Loss Account for 
depreciation, but the amount of admissible depreciation comes to 
Rs. 301,3,00. 
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5. For the year 1958 the company had paid a bonus to 
workmen equivalent to three months’ wages, but the Industrial 
Tribunal awarded in June 1960 a further bonus of Rs. 1,00,000 for 
1958. This bonus was paid in October 1960 and is included in 
wages and salaries debited to Profit and Loss Account. 

6. A laboratory for research related to the business of the 
company was set up in 1957 when scientific instruments worth 
Rs. 1,75,000 were purchased, In July 1960 the research was discon¬ 
tinued and the instruments were sold for Rs. 2,00,000 to a technical 
college, the profit on sale being carried direct to General Reserve. 

7. It was noticed that one of the employees who was entrus¬ 
ted with the inspection of stores purchased was acting’in collusion 
with the suppliers of stores and helping them to conceal shortages 
in the stores supplied. The directors terminated his services. He 
filed a suit against the company for damages for termination of his 
services without notice and was awarded a sum of Rs. 15,000. The 
company paid these damages and it also incurred an expenditure of 
Rs. 3,000 in this connection. This sum of Rs. 18,000 was debited to 
General Charges 

8. The managing director’s son aged 20 joined the company 
in June 1960 as an assistant immediately after graduation on a 
salary of Rs. 500 per month, but from 1st October 1960 his salary 
was raised to Rs. 2,000 per month. 

9. Machinery worth Rs. 2,00,000 hired by the company was 
destroyed during a strike. The company made good this sum and 
debited the expenditure to General Charges. 

Expenditure on certain mechanical units amounting to 
.Rs. 35,000 had been charged to revenue in 1959. Such expenditure 
having been disallowed by the Income Tax Officer on the ground 
thai it was of a capital nature, the company made a transfer entry 
in the accounts for 1960 crediting the machinery repairs account by 
Rs. 35,000 and debiting the block account by that amount. 


Rs. 

Profit as per Profit & Loss Account 12,50,000 

Add the following items : 

Amount received from insurance 
company for loss of stock by fire 
credited to Buildings Account 
Depreciation debited, admissible de¬ 
preciation being deducted separately 
Profit on sale of scientific instruments 
as calculated below 

Part of salary of director’s son dis¬ 
allowed as being expenditure not 


1,50,000 

2,50,000 

1,05,000 



REVISIONAL PROBLEMS WITH SOLUTIONS 


567 


laid out for the purpose of company’s 

business 4,500 5,09,500 


Deduct the following items : 

Loss under section 10(2)(vii) in 
respect of a godown destroyed by fire 
Interest on securities credited to 
Interest Account, but considered 
separately below 
Admissible depreciation 
Machinery repairs capitalised 


17,59,500 


15,000 


13,700 

3,01.300 

35,003 3,65,000 


Add Profit earned outside India but not 
brought into India 


13,94,500 

5,000 


Taxable income from business 
interest on securities (gross) tax dedudc- 
ed at source being 45% 

Capital gains 


13,99,500 

24,909 

25,000 


Total income for assessment year 1961-62 14,49,409 


Profit on sale of scientific ins ruments : Out of the cost of 
Rs. 1,75,000, Rs. 1,05,03 has already been allowed as revenue 
expenditure in the three assessment years 1958-59. 1959-60 and 1960- 
61 at Rs. 35,000 per year. The instruments ate sold for Rs. 2,00,000. 
Therefore Rs. 1,05,000 is treated as a taxable receipt under proviso 
(c) to section 10(2)(xiv,‘. On the sale of instruments there is a capital 
gain of Rs. 25,000. 

The above computation of total income is subject to the follo¬ 
wing remarks :— 

1. As regards the salary of the managing director’s son, even 
the initial salary of Rs. 5,00 per month was too high for him. To 
increase it still further to Rs. 2,000 a month within a short period of 
four months was obviously a step not dictated b/ any commercial 
consideration for the service he rendered. Therefore the increase 
at Rs. 1,500 p. m. for the period of three months is disallowed as 
being expenditure not wholly and exclusively laid out for the pur¬ 
pose of the business. 

2. The item “wages and salaries’' debited to the Profit and 
Loss Account of I960 includes Rs. 1,00,003 paid to the company’s 
workmen by way of further bonus for the year 1958. The company’s 
liability to pay this further bonus for the year 1958 arose out of 
the Industrial Tribunal’s award in June 1960. As this liability 
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accrued only in 1960 and it could not have been anticipated in 1958 
it is allowable against the profits of 1960. 

3. As it was in the interest of the company to get rid of an 
undesirable employee who was acting against the interests of the 
company, Rs. 15,000 damages paid to him and Rs. 3,000 legal expe¬ 
nses are allwable as a deduction. 

4. Rs. 2,00,000 was paid by the company for the loss of hired 
machinery. As the hiring of machinery was in the course of the 
business and ttie company was liable to make good any loss of the 
machinery hired by it, the expenditure incurred in that connection is 
allowed as a business expense. 

(33) The Nagpur Cloth Mills Ltd. submitted the following 
Profit and Loss Account along with its return of income for the 
assessment year 1961-02 :— 


Profit and Loss Account 


for the year ended 31st December 1960 


Opening Stocks : 
Cotton 30,00,000 

Rs. , 

Cloth 12,00,000 

42,00,000 

I 

Purchases of Cotton 
Stores, Fuel and 

i 

1,00,00,000 

1 

Repairs 

30,00,000 

Power 

3,00,0001 

Salaries and Wages 

95,00,000 1 

Insurance 

Advertising, Printing 

2,50,0001 

i 

and Stationery, etc. 

1,00,0001 

Directors’ Fees 

6,000 

Audit Fee 

5,000 

Interest 

90,000' 

General Charges 
Provision for Doubt¬ 

4,10,000 

ful Debts 

Provision for payment 
of Bonus to Work¬ 
men pending deci¬ 
sion of Industrial 

10,00,000 

I 

Tribunal 

3,CO,OCO 

Depreciation 

Managing Agents’ 

6,00,000 

Remuneration 

12,00,000 

Net Profit c/d 

62,14,0(0 

3,71,75,000j 


Sale 

Closing Stocks : I 

Cotton 50,00,000 
Cloth 20,00,OUO 


Rs. 

3,00,00,000 

70,00,000 


Miscellaneous 

Receipts 


1,75,000 


3,71,75,000" 
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Provision for Taxation 
General Reserve 
Proposed Dividend 
Balance carried to 
Balance Sheet 


10,00,000 Balance b/f 
20,00,000 Balance b/d 
20,00,000 

16,14.000 

66,14,000 


4,00,000 

62,14,000 


66,14,000 


Particulars of depreciable assets as per income-tax records and 
the return of income are as follows : 



i | 

, W.D.V. 



W.D.V. Addi- 

of assets 



on tions in 

destroy- 

Remarks 


1-1-60 1960 

ed by 1 




fire 



Rs. Rs. ! 

Rs. 


(a) First class Factory 

1 



Building 

15,00,000 



(b) Second class Non- 




Factory Building 

3,00,000 

1,00,000 


(c) Plant and Machi¬ 




nery 

30,00,00010.00,000 


New Machi¬ 



nery installed 




on 1-10-60 

(d) Motor Lorries 

60,000 



(e) Furniture 

25,000 


1 


(a) The original cost of the non-factory buildings destroyed 
by fire was Rs. 2,00,000 and the scrap value realised amounted to 
Rs. 1,000. The company received Rs. 1,50,000 from the insurance 
company as a claim for loss of the building by fire. It was credited 
direct to Buildings Account. The scrap value realised was credited 
to Miscellaneous receipts. 

( b ) The opening stock of cloth was valued at 5 per cent less 
than the cost price and the closing stock thereof at cost price. The 
cost price was lower than the market price both on 31-12-1959 and 
31-12-1960. 

(c) A part of the company’s land, the cost of which was 
Rs. 2,00,000, was sold to Model Textiles Ltd. on 1-3-1960. The 
consideration for the sale was that the purchaser company would 
pay to the vendor company annually a sum ol Rs. 24,000 for years 
from the date of the sale. The first payment of Rs. 24/ 00 was 
made on the date of sale and it was credited to Miscellaneous 
receipts. The company claims that the receipt being a capital receipt 
is not taxable in its hands. 
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(d) A sum of Rs. 6,000 being the amount of interest on loan 
remitted by the lender was credited to General Charges Account. 
This sum fell due in the year ended 31st December 1959 and was 
claimed and allowed as a deduction in the company’s assessment for 
the year 1960-61. The company contends that simply because a 
liability was forgone by the creditor it cannot become an income. 

fe) Salaries and wages include Rs. 3,00,000 as contributions 
to the employees provident fund which is constituted under an 
irrevocable trust. The provident fund is not recognised by the 
Commissioner of Income-Tax. However, the company has made 
effective arrangements to secure deduction of income-tax at source 
from any payments made from the fund which are taxable under the 
head salaries. 

(/) Interest includes Rs. 30,000 paid as interest on a loan 
taken from the employees’ provident fund referred to above. 

Work out the W. D. V's of the depreciable assets and com¬ 
pute the total income of the company for the assessment year 
1961-62. 


Computation of W.D.V’s of depreciable assets : 


Deprecia-W.D.V. on 
tion 31-12-1960 


(a) First class factory building : 

5% on Rs. 15,00,000 

(b) Second class non-factory building : 

5% on Rs. 2,00,000 (i. e., Rs. 3,00,COO 
minus W.D.V. of building destroyed) 

(c) Plant and Machinery : 

10% on Rs. 30,CO,000 3,CO,000 

10% on Rs. 10,00,000 for 3 mos. 25,000 

(d) Motor Lorries : 

25% on Rs. 60,000 

(e) Furniture : 

6% on Rs. 25,000 


Rs. Rs. 

I 

75,000| 14,25,0C0 

i 

i 

i 

10.000 1,90,000 


3,25,000 36,75,000 


15,000 

1,500 


4,26,500 


45,000 

23,500 

53,58,500 


Rs. 


1. Business Profits : 

Profit as per Profit and Loss Account 62,14,000 

Add *. Excess depreciation charged 

(Rs. 6,00,000 —Rs. 4,26,500) 1,73,500 
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Provision for Bonus 

3,00,000 


Provision for Doubtful Debts 

10,00,000 


Profit under section 10(2)(vii) 
as calculated below 

51,000 

15,24,500 

Deduct : Under-valuation of opening 
stock of cloth (1/19 of Rs, 
12,00,000) 

63,158 

77,38,500 

First instalment received 
from Model Textiles Ltd., 
being capital receipt 

24,000 


Development rebate at 25% 
on Rs. 10,00,000 

2,50,000 


Scrap value of building 
destroyed by fire credited 
to miscellaneous receipts 

1,000 

3;38,158 


74,00,342 

2. Capital Gains : 


On account of land costing Rs. 2,00,000 
and sold for Rs, 4,80,000 to be paid 
in twenty instalments of Rs, 24,000 
each 

2,80,000 

Total Income 

76,80,342 

Notes t 


(a) The profit under section 10(2)(vii) is 
follows : 

arrived at as 


Rs. 

Insurance claim received in respect of 
building 

Add Scrap value realised 

1,50,000 

1,000 

Less W.jD. V. of buiding destroyed 

1,51,000 

1,00,000 

Amount taxable as profit 

51,000 


(b) Rs. 6,000 interest on loan remitted by the lender but 
allowed as a deduction in the company’s assessment for 1960-61 is 
taxable in its hands. However, as the amount has already been 
credited to General Charges Account no adjustment is necessary. 
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(c) The employees provident fund, being constituted as an 
irrevocable trust, is a separate entity. The company has also made 
effective arrangements to secure deduction of income-tax at source 
from any payments made from the fund which are taxable as 
salaries. Therefore the contributions of Rs. 3,00,000 paid to the 
said fund are admissible as a business expense. 

Similarly, the interest paid to the said fund on account of 
loan taken by the company for its business is allowable as a 
deduction. 


(34) From the following Profit & Loss Account of a cotton 
mill company and the subjoined information, compute the total 
income of the company for the assessment year 1961-62. 


Profit & Loss Account for the year ended 31st March 1961 



Rs. 


Rs. 

To Cotton : 


By Sales of Cloth 

26,00,000 

Opening Stock 

3/0,0001 

,, Sales of Waste 

1,00,000 

Purchases 

12,80,000 

,, Closing Stock of 



— — 

Cloth 

4,00,000 


15,80,000 

,, Interest 

5,000 

—Closing Stock 

5,00,000 

,, Rent 

7,000 



,, Miscellaneous 



10,80,000 


1 500 

,, Opening Stock of 




Cloth 

4,00,000 



,, Stores and coal 




consumed 

1 3,30,000 



,, Commission, bro- 




kerage, etc. 

25,000 



„ Wages and Salaries 

5,00,000 



,, Labour Welfare Ex¬ 




penses 

20,000 



,, Insurance 

10,000 



„ Municipal Taxes 

5,000 



,, Ground Rent 

1,000 



„ General Charges 

26,300 



„ Legal charges 

1,860 



,, Repairs 

6,500 



„ Contribution to 




Provident Fund 




(recognised) 

10,000 

i 


„ Net Profit c/d 

6,96,840. 




31,12,500, 


j 31,12,500 
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To Dividend Equalisa- 

i l 

By Balance b/f from 

3,43,160 

tion Fund 

! 50,000 

last year 

„ Depreciation Account 2,00,000 
„ Provision for Taxa- ! 

i. Net Profit b/d 

6,96,840 

tion 

„ Dividend proposed at 
Rs. 10 per share 
,, Bonus paid to 

3,25,000 

1,50,000 



Workers 

,, Balance as per 

j 1,25,000 



Balance Sheet 

1,90,000 

10,40,000 


10,40,000 


1. The stock of stores and coal, as appearing in the Balance 
Sheet, was Rs. 1,00,000 on 31-3-60 and Rs. 1,30,000 on 31-3-61. 

2. The stock of stores and coal was properly valued on 
31-3-1963 but was found to have been undervalued on 31-3-1961, 
the undervaluation being equal to 10 per cent of the total purchases 
of stores and coal made during the year. 

3. The written-down values of the company's assets as on 
31st March 1960 were as follows : 


Rs. 

Factory Buildings 1st Class 
(depreciation rate 5%) ... 2,50,000 

Non-factory Buildings 1st Class 
(depreciation rate 2£%) ... 1,50,000 

, Machinery (depreciation rate 10%) ... 7,60,000 

Furniture (depreciation rate 6%) ... 4,500 

4. The written-down value of factory building destroyed by 
fire on 1st April 1960 was Rs. 80,000. The cost of this building was 
Rs. 1,50,000, the amount received from the insurance company being 
Rs. 1,55,000. 

5. The written-down value of the machinery sold on 1st April 
1960 for Rs. 60,000 was Rs. 70,000. 

6. The rent was received for a part of the non-factory buil¬ 
ding let out to technical officers of the mill whose residence near 
the mill was in the interest of the efficient working of the mill. 
Expenses incurred for the building let out were as follows ;—Repairs 
Rs. 1,6U0, Municipal Taxes Rs. 2,000, Insurance Rs. 500 ; and 
Ground Rent Rs. 100. These were debited to the respective 
accounts in the books of the company. 

7. Rs. 1,00,000 is the cost of a new canteen built during the 
year. The construction work was started on 1st May 1960 and 
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the building was completed on 1st October I960. The addition of 
Rs. 2,10,000 to machinery is the cost of a new dyeing and bleaching 
machinery set up on 1st January 1961. 

8. General Charges include :— 

Rs. 250 donation to Textile Manufacturers 1 Association 
Building Fund. 

Rs. 100 annual subscription of membership of Textile 
Manufacturers’ Association. 

Rs. 400 for cartage and cooly charges for new machinery 
which was purchased during the year. 

Rs. 500 cost of watches and fountain pens presented to™ 
company’s selling agents. 

Rs. 2,000 paid for securing a new telephone connection 
under the “own your telephone’’ scheme. 

9. Legal Charges include Rs. 403 paid to a lawyer for 
drafting some amendments in the company’s memorandum of 
association, Rs. 250 paid to a chartered accountant for preparing 
the company’s return of income and Rs. 30 J for the counsel’s fee. 
for arguing the company’s income-tax appeal before the Appellate 
Assistant Commissioner. 

10. Labour welfare expenses include Rs. 5,000 for cost of 
construction of a temple built on 1st October 1960 for the benefit of 
workers and Rs. 1,000 for expenses incurred in performing the daily 
puja in the temple. 

11. Wages and Salaries include Rs. 3,000 for salaries of the 
staff which was temporarily engaged for the installation of new 
machinery and Rs. 1,803 for the salary of a clerk who does no other 
work except dealing with income-tax matters including deduction oj 
tax at source from the salaries of the company’s staff. 

12. Rs. 10,000 was realised during the year in respect of 
debts written off in earlier years which were not allowed as bad debts 
in the relevant assessments. The amount received was credited 
to the provision for bad and doubtful debts, which amounted to 
Rs. 30,000 on 31-3-1961 as against Rs. 25,000 on 31-3-1960. 
Certain business debts which actually became bad during the year 
were written off and debited to that account. 

13. Expenses for repairs include Rs. 2,000 spent on conver¬ 
ting an unmetalled road into a metalled road. 

14. Rs.5,000 paid for income-tax on the salary of a technician, 
who was entitled to a tax-free salary, was charged to Provision for 
Taxation Account. 

15. New machinery purchased for Rs. 2,00,000 was installed 
on 1-1-1961. 
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Profit as per Profit and Loss Account 


Rs. 

6,96,840 

Add Under valuation of stock of stores 
and coal as calculated below 

40,000 


Donation to Textile Manufacturers 
Association for building fund being 
inadmissible 

250 


Cartage and cooly charges for new 
machinery being capital expendi¬ 
ture 

400 


Payment for new telephone 2,000 
Less 1 /20th allowed 100 

1,900 


Fees of lawyer being capital expen¬ 
diture 

400 


Counsel’s fee for income-tax appeal 

300 


Cost of construction of a temple 
being capital expenditure 

5,000 


Salary of staff engaged for installa¬ 
tion of new machinery being capi¬ 
tal expenditure 

3,000 


Expenses on road being capital 
expenditure 

2,000 


Profit under section 10 (2) (vii) as 
calculated below 

60,000 

1,13,250 



8,10,090 

Deduct Bonus paid to workers debited to 
Appropriation Account 

1,25,000 


Income-tax paid on the salary of a 
technician not charged to Profit 
and Loss Account 

5,000 


Bad debts debited to Provision for 

Bad Debts Account 

5,000 


Development rebate on new machi¬ 
nery 25% of Rs. 2,03,400 
(Rs. 2,00,UOO-hRs.400 for cartage 
+ Rs. 3,000 installation charge) 

50,850 


Depreciation as calculated below 

87,917 

2,73,767 

Business Profit 


5,36,323 

Add Capital Gains on Building 
destroyed by fire 


5,000 


Total Income 5,41,323 
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Undervaluation of Stock of Stores and Coal: 

Let x be the cost of purchases of stores and coal made during 
the year. Then 

1,00,000 + x — 3,30,000 +1,30,000+ —— or 

10 ’ 

x=4,00,000. 

Therefore the undervaluation will be 10% of Rs. 4,00,000= 
Rs. 40,000. 


Profit under section 10 ( 2 ) (im) : 

Rs. 

Amount received from insurance 

company limited to original cost 1,50,000 

Less Written-down value of factory 

building destroyed by fire 80,000 70,000 

Less Balancing depreciation on machi¬ 
nery sold (Written-down 
value Rs. 70,000-sale pro¬ 
ceeds Rs. 60,000) 10,000 

Profit taxable under section 10 (2) (vii) 60,000 

Depreciation Allowance 1 

Normal depreciation: 

5% on W.D.V. of factory building Rs. 1,70,000 8,500 

2£% on W.D.V, of non-factory building 

Rs. 1,50,000) 3,750 

2\% for 6 months on the cost of new non-factory 
buildings (canteen Rs. 1,00,COO and temple 
Rs. 5,000 = Rs. 1,05,000) 1,312 

10% on W.D.V of machinery Rs. 6,90,000 69,000 

10% for 3 months on cost of new machinery 
Rs. 2,03,400 5,085 

6% on W, D.V of furniture Rs. 4,500 270 


87,917 

Rent from Staff : 

The company let out a part of its buildings to its technical 
officers and realised Rs. 7,010 as rent during the year. As the 
building was let out to its own employees whose residence near 
about the mill was necessary in the interest of efficient working of 
the mill, the income from rent has to be assessed as an income from 
business and not under the head “Property”. 
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(35) Given below is the Profit & Loss Account of a limited 
company engaged in the manufacture of shoes :— 


Profit & Loss Account for the year ended 31st December 1960 



Rs. 

Opening Stocks 

6,00,000 

Purchases of Raw 


Materials 

50,00,000 

Mfg. Charges 

20,75,000 

Establishment 

80,000 

Postage and Telegrams 

5,< 00 

Commission 

65,000 

Advertisement 

60,0 0 

Repairs and Replace¬ 


ments 

1 , 15 , 0:0 

Law Charges 

70,000 

General Expenses 

30,000 

Labour Welfare 


Expenses 

40,000 

Rent, Rates & Taxes 

20,000 

Travelling Expenses 

10,000 

Stock burnt by fire 

50,000 

Net Profit 

6,41,000 


88,61,000 

Depreciation 

1,50,0 0 

Provision for Bad & 


Doubtful Debts 

50,000 

Reserve for Workmen’s 


Compensation 

75,000 

Provision for Taxation 

1,00,000 

General Reserve 

2,00,000 

Dividends proposed 

75,000 

Balance c/f 1 

36,000 

i 

6,867)00 


i 


Rs. 

Sales 80,00,000 

Dividends Net ' 11 ,i 00 

Closing Slocks 8,50,000 


88,61,000 

Profit b/f from last year | 45^0 

Net Profit b/d |6,41,000 


! 6 , 86,000 


Some of the provisions of the company, appearing in the 
Balance Sheet were as follows :— 

On 31-12-59 On 31-12-60 
Rs. Rs. 

Provision tor Bad and Doubtful Debts 75,000 80,000 

Insurance Provision 75,' 00 1,00,000 

Depreciation Account 3,00,000 4.6’,000 

The following further information has been obtained • 

1. Stocks have been valued at 20% below market nrice. The 
company’s method of valuing the closing stocks is to value them 
37 
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cost dr market price whichever is lower. The market price was 
lower than cost on 31-12-59 and 31-12-1960. 

2. The company issued fresh shires fora sum of Rs. 10,00,000 
during the year and paid Rs. 20,000 on account of underwriting 
commission thereon. A sum of Rs. 5,000 was paid as brokerage for 
raising a short-term loan which was repaid within the year. Both 
these items are debited to Commission Account. 

3. Manufacturing charges include Rs. 15,000 on account of 
wages of workmen employed in the construction of a new factory 
building. 

4. A whole-time engineer was engaged on Rs. 1,000 per 
month for 6 months to supervise the erection of new machinery. 
His salary has been debited to Establishment Account, 

5. Repairs and Replacements include Rs. 60,000 for the cost 
of an Air Conditioning Plant fitted in the office building of the 
company on 30-6-1960. 

6 . The details of Law Charges are .— 

Rs. 50,000 paid to Managing Director as compensation 
for premature termination of his services. 

Rs. 5,000 expenses incurred in a suii filed against X for 
using the company’s trade mark. 

Rs. 15,000 miscellaneous expenses in the course of the 
business including Rs. 1,000 paid to auditors for the 
annual audit of the accounts of the company. 

7. Labour Welfare Expenses include Rs. 25,000 for the cost 
of constructing a reading room and library for the employees of the 
company, Rs 5,000 for cost of furniture and fittings, Rs. 5,000 
for books purchased (all on 30-6-1960), Rs. 1,000 for annual subs¬ 
cription of newspapers and periodicals an 1 the balance for the 
establishment and other expenses of the reading room. 

8 . The principal items included in General Expenses are :— 

Rs. 10,000 donation given to Calcutta University. 

Rs. 1,000 annual subscription to Chamber of Commerce. 

Rs. 1,000 donation to Chamber of Commerce for organis¬ 
ing an election campaign, 

Rs. 1,500 for sweets and illuminations on the occasion of 
Diwali. 

Rs. 500 for the mahurat day- 

Rs. 5,000 fire insurance premium. 

9. The stocks of the company were insured against fire and 
the company received Rs. 25,000 on account of the fire claim during 
thQ year. The amount has been credited to Workmen’s Compensa¬ 
tion Reserve Account. 
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10. The company received interest of Rs. 5,030 from the 
Income-Tax Department on advance payment of tax under section 
18A, which sum has been credited to provision for Taxation 
Account. 

It. Bad debts incured during the year have been debited to 
Prdvisnn for Bad and Doubtful Debts Account. Likewise, a sum 
of Rs. 17,030 recovered from an old debtor whose account was 
written off in 1958 and allowed as a bad debt in that year, has beeii 
credited to the same account. 

12 . Rs. 24,000.on account of the unclaimed dividends for* 
feited has been transferred to General Reserve Account. 

13. An income of Rs. 50,000 from investments was credited 
to the Investments Account for writing down their cost. 

14. The details of additions and sales in Block Account are 


as follows :— 

Rs. 

New machinery installed on 30-6-6J 5,03,000 

Old machinery sold on 31-3-60 which was 

purchased secondhand for Rs. 40,000 on 1—1 — 1 95S 50,030 

Factory buildings erected on 31-3-60 50,000 

Non-factory buildings erected on 30-9-1960 50,000 


15. The written-down value of assets as on 31-12-1959 was 
as below and depreciation is to be allowed at the rates noted agaiast 
each :— 

Rs. 


Machinery 

Factory Buildings 

Non-factory Buildings 

20 ,00,000 

9,00,000 

2,50,000 

10 % 

5% 

2 i% 

16. The depreciation to be allowed on Furniture and Fittings 
and on Books is 6% and 1% respectively. 

Compute the total income of the company for the assessment 
year 1961-62. 

Profit as per Profit & Loss Account 

Less Income from Dividends to be considered 

separately 

Rs. 

6,41,000 

11,000 

Add (1) Undervaluation of Stocks : 

Closing Stocks ... 2,12,51.0 

Opening Stock ... 1,50,000 

62,503 

6,30,000 

(2) Underwriting Commission 
being capital expenditure 

20,000 




580 


INCOME-TAX 


(3) Wages being capital expen- 

diture 

(4) Engineer’s salary being 

capital expenditure 

(5) Cdst of air-conditioning 

plant being capital expen¬ 
diture 

(6) Law charges are all admis¬ 

sible deductions, it being 
presumed that the com¬ 
pensation paid to the 
managing director is for 
the benefit of the com¬ 
pany 

(7) Capital expenditure inclu 

ded in Labour Welfare 
Expenses : 

Reading Room Building 25,000 
Furniture and Fittings 5,00v) 
Books 5,000 


(8) Inadmissible items inclu¬ 
ded in General Charges ; 
Donation to Calcutta 


University 


10,000 

Donation to 

Chamber 

of 


Commerce 

for election 


campaign 
Diwali and 

Mahurat 

ex- 

1,000 

penses in 
Rs. 400 

excess 

of 

1,600 


(9) Insurance money received 

not credited to Profit & Loss 
Account 

(10) Stock burnt by fire (see 

not below) 

(11) Bad debts recovered not 

credited to Profit Sl Loss 
Account 

(12) Accretion to Depreciation 

Account not credited to 
Profit & Loss Account 

(13) Accretion to Insurance 

Provision not credited to 
Profit & Loss Account 


15,000 

6,000 

60,000 


35,000 


12,600 

25,000 

50,000 

17,000 

12,000 


25,000 
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(14) 

Profit on sale of machinery 
assessable under section 

10 (2) (vii) as calculated 
below 

7,600 

3,47,000 

Less Allowable deductions : 

(1) Bad debts as calculated below 

62,000 

9,77,70$ 

(2) 

(3) 

Development rebate as calculated 
below 

Depreciation as calculated below 

1,41,500 

2,79,696 

4,83,196 


Taxable Profits 

4,94,504 

1 . 

Business Profits 


4,94,504 

2. 

Dividends gross (tax deducted at source at 


3. 

45%Rs. 9,000) 

Interest from investments 


20,000 

50,000 

4. 

Interest on Advance Tax 


5,000 

5. 

Capital gain on sale of machinery 


10 ,C00 


Total Income 

5,79,504 


The company is entitled to rebate of income-tax on Rs. 10,000 
(Douation to Calcutta University) at the average rate. 

Stock burnt by fire : 

The double entry for the item “Stock burnt by fire Rs. 50,000"' 
debited to Profit & Loss Account must have been made to the 
credit of some other account, e. go. General Reserve Account. The 
amount of stock burnt by fire must have been excluded from closing 
stock, but it should also be deducted from either the opening stock 
or purchases. This is why Rs. 50,000 is added back. 

Profit on sale of machinery : 

Sale price of machinery sold on 31-3-1960 
Cost of its purchase secondhand on 

1-1-1958 40,000 

Less lo%depreciation allowed for 1958 4,000 

36,000 

Less 10 % depreciation allowed for 1959 3,600 

Written-down value at date of sale 

Profit on sale 


50,000 


32,400 
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Under section 10;2)(vii), the amount of taxable profit is limited 
to depreciation actually allowed (Rs. 7,600), while the balance of 
Rs. 10,000 is capital gdin. 


Bad debts allowed : 

The amount of bad debts for the year 1960 is ascertained by 
preparing the following account :— 


Provision for Bad Debts Account for 1960 


To Bad debts written off 
(being balancing 
figure) 

„ Balance c/d 


Rs. 


62,000 

80,000^ 

1,42,000 | 


By Balance b/d 
„ Cash (Bad debts 
recovered) 

,, P. & L. Account 


Development Rebate : 


Rs. 

75,000 

17,000 

50,000 

1,42,000 

RsT 


Machinery installed on 30-6-1960 with salary of 
Engineer 5,06,000 

Air-conditioning plant added on 30-6-1960 60,000 


5,66,000 

Development rebate at 25% 1,41,500 


Rs. 

Depreciation allowable : 

Machinery : W.D.V. on 31-12-1959 20,00,000 

Less W. D. V. of machinery sold on 

31-3-1960 32,400 


19,67,600 


Depreciation at 10% thereon 1,96,760 

On Rs. 5,06,030 being cost of machinery purchased 

on 30-6-1960 at 1(>% for 6 months 25,300 

On Rs. 60,00 ) being cost of air-conditioning plant 
added on 30-6-1960 at 10% for 6 months 3,000 

On Rs. 9,00,000 being W.D.V. of factory building 
at 5% 45,000 

Od Rs. 65,000 being cost of factory building 
erected on 31-'-1960 at 5% for 9 months 2,437 

On Rs, 2,50,000 being W. D. V. of non-factory 

buildings at 2i°/ 0 6,250 

On Rs. 50,000 being cost of non-factory buildings 
erected on 30-9-1960 at 2J% for 3 months 312 
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On Rs. 25,000 being cost of reading room erected 

on 30-6-1960 at for 6 months - 312 

On Rs. 5,000 being cost of furniture and fittings 
purchased on 30-6-1960 at 6% for 6 months 150 

On Rs. 5,000 being cost of books purchased on 
30-6-1960 at 7% for 6 months 175 

Depreciation allowable 2,79,696 


(36) The Bharat Textile Mills Co. Ltd. has filed a return for 
the assessment year 1961-62 with the following statement of 
accounts :— 


Profit & Loss Account for the year ended 31st December 1960 



| Rs. 


Rs. 

Opening Stock of cloth 

I 

Sales 

55,70,00 

and work in process ... 

5,50,000 

Closing Stock of cloth 


Cotton consumed 

18,50,000 

and work in process... 

7,30,000 

Stores consumed 

7,00,000 



Electricity, coal and 

1 



water 

1 40,000 



Salaries and wages ...120,60,000 



Gross Profit c/d 

111,10,000 


1 


63,00,000 


63,00,000 

Office Establishment ... 

70,000 

Gross Profit b/d 

11,00,000 

Rent, Rates and Taxes... 

5,000 

Rent received 

10,000 

Postage and Stationery 

8,000 

Share Transfer Fees ... 

600 

Fire Insurance Premium 

30,000 



Repairs to machinery 




and buildings 

1,80,000 



General charges 

10,000 


i 

Provision for doubtful 



1 

debts ...J 

30,000 



Interest on loans 

15,000 

| 


Depreciation ...j 

1,70,000 



Managing agent’s remu- 




neration 

59,600 



Net Profit c/d 

5,33,000 




11,10,000 


11,10,600 

Reserve Fund 

1,00,000 

Balance b/f from 1959 

17,000 

Provision for taxation 

1,80,000 

l alance b/d ! 

5,33,000 

Bonus to Workmen 

1,75,000 



Dividends ... 

50,000 



Balance to B/S 

45,000 




5,50,000 


5,50,000 
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Provision for Taxation Account 


Taxes paid 

... 1,46,500 Balance b/d 

7,500 

Balance C/d 

... 45,' 00 

Profit & Loss Account 

l,80,r00 

Interest u/s 18A 

4,000 


1,91,500 


1,91,500 


Provident Fund Account (Unrecognised) 


Payment to employees 
out of contributions .. 
Payment <o employees 
out of interest credited 
Balance c/d 


Rs. Rs. 

Balance b/d ... 1,95,600 

28,000 Employees’ contributions 66,200 

Company’s contributions 66,200 

1,500 Interest ... 10,000 

3,08,500 


3,38,000 


3,38,000 


Labour Welfare Fund Account 


Welfare expenses 

Rs. 

1,000 

Balance b/d 

1 Rs. 

...1 50,000 

Donation to a public 


Fines received 

7,000 

hospital 

9,600 

Interest 

600 

Balance c/d 

47,000 

57,600 


~ 57,600 


Balance Sheet as on 31st December 1960 



31-12-59 

31-12-60 


Rs. 

Rs. 

Authorised Capital : 2,000 Shares of Rs. 100 each 

20 ,00,000 


Issued and Paid-up Capital 

12,50,000 

15,00,000 

Reserve Fund ... ( 


1 ,00,000 

Provision for Taxation 

7,500 

45,000 

Provident Fund Account 

1,95 600 

3,08,500 

Labour Welfare Fund 

50,000 

47,000 

Provision for Doubtful Debts 

20,000 

5,000 

Bank Overdraft ... 

_ 

3,00,000 

Sundry Creditors 

8 ,00,000 

3,50,000 

Liabilities for Expenses 

1,95,000 

80,900 

Liabilities for Other Finance . J 

85,000 

58,600 

Profit & Loss Account ..J 

17,000 

45,000 

i- 

26,20,100 

28,40,000 
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Block Account k j 

15,17,000 

14,47,000 

Stock of Cloth and Work-in-Process 

5,50,000 

7,30, roo 

Stock of Cotton and Stores 

4,5'\000 

4,80,000 

Stock of Coal 

30,000 

20,000 

Sundry Debtors 

50,100 

1,05,000 

Cash and Bank Balances 

23,000 

58,000 


26,20,100 

28,40,000 





Taking the following information into account, determine the 
total income of the company for the assessment year 1961-62 : — 


(1) The assessment order for 1960-61 shows that the stocks 
of cotton and stores were undervalued in 1959 by 10%, and an 
adjustment on that account was made in the assessment for that 
year. This year’s closing stocks have been found to be valued 
properly. 

(2) Rents received include Rs,3,00) rent for a shop let 
out to the selling agents and the balance for rent of labour chawls 
situated at a distance of 4 miles from the Mills. The expenses for 
property debited are — 



For Shop 

For Chawls 


Rs. 

Rs. 

Rates and Taxes 

300 

700 

Repairs to Building 

400 

1,000 

Fire Insurance Premium 

60 

140 


(3) During the year a debt of Rs. 15,000 was written off as 
bad against the Provision for Doubtful Debts. It was due from a 
person to whom an advance was made for factory building contract. 

(4) The depreciation charged in the accounts may be taken 
as correct. 


The shop let to the selling agents and the chawls situated 4 
miles away from the Mills cannot be considered as business assets. 
Therefore the income from rent of the shop and the chawls cannot 
be assessed under section 10 but will have to be assessed under 
section 9 as income from property. 

Rs. 

Net Profits as per Profit & Loss Account 5,33,000 

Deduct Rent received, which will be considered as income 

from property under section 9 10,000 

5,23,000 

Add the following items : 

(1) Expenses in respect of the shop and chawls : 

Rates and Taxes 1,0Q0 
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Repairs to building 1,400 

Fire insurance premium 200 2,600 

(2) Provision for Doubtful Debts 

being inadmissible 30,000 

(3) Fines received during the year and 

credited to Labour Welfare Fund 
cannot be treated as the company’s 
income under the Factories Act, as 
the amount so recovered has to be 
used for welfare expenses only. — 

(4) Interest credited to Labour Welfare 

Fund being interest paid to self, 
as the Fund is under company’s 
management. 600 

(5) Company's contributions to the un¬ 

recognised provident fund, it being 
presumed, that the provident fund 
is under the company’s manage¬ 
ment and there are no rules or 
regulations providing for deduc¬ 
tion of tax at source at the time of 
payment from the fund in terms 
of section 10(4j(c) 66,200 

(6) Interest credited to Provident Fund, 

being interest paid to self, as the 
Fund is presumed to be under the 
company’s management 10,000 


Deduct the following items : 

(1) Bonus paid to workmen debited to 

Appropriation Account 1,75,000 

(2) Welfare expenses of Rs. 1,000 debi¬ 

ted to Labour Welfare Fund are 
not an allowable deduction, because 
Rs. 7,000 received as fines has not 
been treated as income, it being 
presumed that the company utilis¬ 
ed that amount in meeting these 
expenses. 

(3) Donation of Rs. 9,600 to a public 

hospital debited to Labour Wel¬ 
fare Fund is also not deducted. 

A rebate of income-tax will be 
allowed on this amount under 
section 15B, 


1,09,400 

6,32,400 
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(4) Payment to employees out of P. F. 

contributions is Rs.28,000, 50% of 
the contributions being made by 
the employees themselves. The 
contributions by the company 
paid to the employees are allowed 
under section 10(2)(xv). These are 14,000 

(5) Payment to employees out of interest 

credited to Provident Fund account 
will have to be allowed in full as 
the Fund is presumed to be under 
the management of the company 
and the amount of interest is as 
good as further money paid by the 
company to the employees over and 
above the contributions of Rs. 

14,000. The amount of interest is 1,500 

(6) The assessment order for 1960-61 

shows that the stocks of cotton and 
stores were under-valued by 10% 
and an adjustment on that account 
was made in the assessment. Conse¬ 
quently an adjustment will be 
necessary in this assessment. The 
addition made last year will have 
to be allowed as a deduction be¬ 
cause that would go to increase the 
value of opening stock. Stocks of 
cotton and stores on 31st December 
1959 were Rs.4,50,000. The under¬ 
valuation, being 1/9, was Rs.50,000. 

This will now be allowed as a 
deduction 50,000 

(7) The company wrote off Rs. 15,000 

during the year as a bad debt 
against the Provision for Doubtful 
Debts. The amount was advanced 
to a person for factory building 
contract. It cannot be allowed as a 
deduction under section 10(2)(xi), 
as the money was advanced for 
acquiring a capital asset and the 
company is not carrying on 
money-lending business — 2,40,500 


3,91,900 


Income from Property : 
Rents received 


Business Profits 


10,000 
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Less One-half of municipal taxes paid 

500 

- 

Bona-fide annual value 

9.500 


Less One-sixth for repairs 1,583 

Fire insurance premium 200 

1,783 

7,717 

Income from Other Sources : 

Interest under section 18A credited to 

Provision for Taxation 


4,000 

Total Income for assessment year 1961-62 


4,03,617 


(37) X Ltd., a new company, began manufacturing tools on 
1st October 1960. Its Balance Sheet on 31st March 1961 shows :— 



Rs. 



Rs. 

Authorised Capital : 


Land 


40,000 

50,000 Shares of Rs. 

10 

Factory Buildings 


each 

5,00,OC,0 

(1st class) 


50,0C0 


— 

riant and Machinery 


Subscribed Capital : 


installed on : 



30,000 Shares fully 


1-10-60 

1,90,000 


paid 

3,00,000 

21-2-61 

10,000 


Trade Creditors 

39,71 0 


— 


Expenses owing 

3,200 


2 ,00,000 


Profit & Loss Account 

26,565 

-Deprecia¬ 





tion 

50,000 

l,50,0 n 0 



Furniture 


10,000 



Stock 


13,000 



Sundry 





Debtors 

79,000 




-Provision for 





Bad Debts 

3,935 

75,065 



Cash at Bank 


30,000 



Cash in hand 


1,400 


3,69,465 



3,69,465 


Debits in the Profit and Loss Account include, inter alia, the 
following :— 

1. Rs. 3, n 00 expenses for registration of the trade mark of the 

factory. 

2. Rs. 9,000 tour expenses of the managing director of the 

company who went to the U, S r A, in April I960 to 
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„ study the set-up and working of tool manufacturing 
concerns. 

3, Rs. 5,400 expenses for sending the son of the managing 
director to the U. S. A. for training in tool manufac¬ 
turing, the term of agreement being that on return from 
the U. S. A. with degree qualifications in tool manu¬ 
facturing he would serve the company for three years 
on a monthly salary of Rs. 1,500 as against Rs. 2,500 
being paid at present to a foreign expert employed by 
the company. 

4. Rs. 6,000 commission paid to underwriters of the shares 
of the company. 

Calculate the total income and the income chargeable to tax 
for the assessment year 1 961-62. 1 he capital employed from 
1-10-1960 to 31-3-1961 may be taken as Rs. 3.30,854. 


Credit balance of Profit and Loss Account 
Add back : 

Provision for Bad Debts 3,935 

Depreciation (correct allowance to be 

made in accordance with law) 50,000 

Tour expenses of the managing director 
of the company who went to the 
tL S. A. in April 1960 to study the set¬ 
up and working of tool manufactu¬ 
ring concerns. These were prelimi¬ 
nary expenses incurred before the 
starting of the company’s business, 
and so a capital expenditure 9,000 

Underwriting commission being capital 

expenditure 6,000 


Less Development rebate 25% on Rs. 2,00,000 


Less Depreciation : 

Plant and Machinery at 10% on 
Rs. 1,90,000 for 6 months 9,500 

Factory building at 5% on Rs. 50,000 
for 6 months 1,250 

Furniture at 6% on Rs. 10,000 for 6 
months 300 


Rs. 

26,565 


68,935 

95 000 
50,000 

45,500 


11,050 

34,450 


Taxable Profits 



$$0 
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Notes : The expenses for sending the son of the managing 
director to the U.S. A. for training is allowed as a business expendi¬ 
ture in view of the agreement enabling the company to save on 
salary charges. 

No depreciation is allowable on plant and machinery installed 
on 21-2-1961, because it has been in use for less than two 
nlonths. 

As this is a new industrial undertaking, which satisfies the 
conditions laid down in section 15C, Rs. 9, l *25 (being 6 per cent 
per annum for six months on Rs. 3,30,854 capital employed) is 
exempt from both income-tax and super-tax, though it is includible 
in the total income under section 16 (l)(a). The total income of 
the company will be Rs. 34,450, but it is entitled to a rebate of 
income-tax and super-tax on Rs, 9,925. 

(38) A sugar mill company submitted a return with a Balance 
Sheet and Profit & Loss Account which are as follows ;— 


Balance Sheet as on 31st March 1961 

31-3-1960 

Rs. Liabilities Rs. 

25,00,000 Capital (25,000 shares of Rs. 100 each fqlly 

paid) 

— Debentures (500 5%Debentures of Rs. 1,000 

each) 5,00,000 

5,00,000 General Reserve — 

8,00,000 Depreciation Reserve 10,00,000 

3, 00,000 Provision for Taxation 7,00,000 

8,50,000 Sundry Creditors 9,50,000 

10,00,000 Profit and Loss Account 12,00,000 

'59,50,000 68.50,000 

Assets 

50,000 Land 1,00,000 

6,00,000 Buildings constructed in 1941 6,00 000 

Additions during the year 1,00,000 

12,00,000 Machinery (Sugar) installed in 12,00,000 

Additions during the year 4,50,0C0 

20,00,000 Stocks and Stores 24,50,000 

17,50,000 Sundry Debtors 15,50,000 

3,50,000 Cash Balances 4,00,000 

59,50,000 68,50,000 


Profit & Loss Account for the year ended 31st March 1961 ;— 
Rs. Rs. 

Opening Stock of Sugar 19,00,000 Sales of Sugar and 
Cost of Cane, Consum- Molasses 90,00,000 

able stores, ele, 55,00,003 Sales of Power Spirit 10,00,000 
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Cost of Raw mateials 


Closing Stock of 


Stores, etc., for power 


Sugar 

23,50,000 

spirit 

6 /0,000 

Closing Stock of 


Wages sugar factory 

9,25,000 

power Spirit 

50,000 

Wages power spirit 




factory 

75,000 



Sugar Excise Duty 

6 ,00,000 



Provision for Taxation 

4,00,000 



Establishment 

3,00,000 



Bonus to Workers 

3,75,000 



General Charges 

2,25,000 



Provision for Deprecia¬ 




tion 

2 ,00,000 



Profit 

12,50,000 




1,24,00,000 


1,24,000 


Iu connection with the examination of accounts, the following 
further information is elicited : 

i a) 500 Debentures of Rs 1,000 each redeemable on 1st 
January 1965 were issued to the shareholders free of cost at one 
debenture for 50 shares, thus converting the General Reserve of 
Rs. 5,00,000 formed out of the und stributed taxed profits of the year 
ending 31-3-1959 and 31-3-1960. This distribution was made in 
November 1960. 

(b) The additions during the year to building and machinery 
relate to the new factory set up on 1st October 196 J for manufac¬ 
turing power spirit out of molasses. 

(c) The opening stocks have been valued at cost which was 
lower than the market value. The closing stocks have been valued 
item by item (some at cost and some at market value whichever was 
lower). If they were all valued at cost price which was in aggregate 
lower than the aggregate market value there would be increase in the 
value of the closing stock by Rs. 50,000. 

(d) The bonus to workers (equal to 4i months’ wages) was 
paid according to the Industrial Tribunal's award. 

(c) General charges include inter aha :— 

Rs 5,000 spent in litigation in a suit filed by one of the 
shareholders of the company on the ground that the 
employment of secretaries and treasurers was ultra vires . 
The objection was upheld by the High Court. 

Rs. 20,000 paid to the secretaries and teasurers so appoint 
ted, whose services were terminated owing to the decision 
of High Court. 

Rs. 10,000 in connection with the issue of debentures. 

Rs. 50,000 premium paid to insure against loss of profit^. 
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Rs. 25,000 expenses of the foreign tour of a director who 
went to study the technology and problems connected 
with the setting up of the factory for manufacturing 
power spirit. 

Rs, 5,000 for registration of new trade marks relating to 
the new factory. 

(f Ther^are no other expenses connected with the new 
factory. 

Compute the total income of the company for the assessment 
year 1961-62 giving reasons for the additions made to the declared 
profits. 

In computing the total income it may be assumed that the new 
factory for the manufacture of power spirit is a seasonal factory 
entitled to depreciation for the full year even though the assets came 
into use on 1st October, 1960, 

The rate of depreciation for the machinery of the sugar factory 
and the spirit factory should be taken at 10 per cent. The written- 
down value of assets is as follows 

Factory Buildings (Sugar) Rs. 5,00,000 at 5 per cent. 

Machinery (Sugar) Rs. 8,00,000 at 10 per cent. 


It is necessary to calculate the profits of the sugar factory and 
power spirit factory separately, as the latter can be claimed to be 
exempt under section 15C of the Income-Tax Act. This is done as 
fallows :— 

Sugar Factory 

Rs. 

Opening Stock 19,00,000 Sales of Sugar and 

Cost of Cane,etc. 55,00,000 Molasses 
Wages and other char- Closing Stock 

ges excluding those 
debitable to power 
spirit factory 29,94,000 

Profit 9,56,000 

1,13,50,000 1,13,50,000 


Power Spirit Factory 


Rs. 

90,00,000 

23,50,000 


Cost of Materials etc. 
Travelling Expenses 
Wages 


6,50,000 Sales of Power Spirit 10,00,000 
25,0 JO Closing Stock 50,000 

75,000 
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Registration of Trade 
Mark 6000 

Profits 2,94,000 


10,50,000 10,50,000 


Sugar factory profits as per Profit & Loss Account 9,56,000 

Adjustments necessary t6 arrive at statutory profits : 

(1) No adjustment is necessary on account 

of the valuation of stock in view of 
the Madras High Court decision in 
the case of Chari and Ram recognising 
the pick and choose method of slock 

valuation - 

(2) Full bonus for 4\ months is admissible 

as it was paid according to the Indus¬ 
trial Tribunal's award _ 

(3) Provision for Taxation ' 4,00,000 

(4) General Charges ; 

(i) Litigation expenses in connection 
with a suit for illegal appointment 
of secretaries and treasurers bei- 


ng inadmissible 


5,000 

(ii) Payment to secretaries and treasu¬ 
rers illegally appointed being 
also inadmissible 


20,000 

(iii) Expenditure on the issue of deben¬ 
tures being capital expenditure 


10,000 

(iv) Premium paid to insure against 
loss of profits is an admissible 
deduction, the policy monies 
when received being taxable as 
profits 



(5) Provision for Depreciation (depreciation 
to be allowed according to rules) 


2,00,000 

Less Depreciation : 

Factory building 5% on Rs.5 7 00,0 00 

25,000 

15,91,000 

Machinery 10% on Rs. 8,00,COO 

80,000 

1,05,000 

Taxable Income 


14,86,000 


Power spirit factory profits as per Profit & 
Loss Account 

38 


2,94,000 
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Adjustments necessary to arrive at statutory 
profits :— 

(1) Tour expenses of a director, who went 

abroad to study the technology and 
problems connected with the setting up 
of a power spirit factory, are prelimi¬ 
nary expenses incurred before the 
starting of the factory, and are there¬ 
fore capital expenditure, not allowable 

as a deduction 25,000 

(2) Expenditure on registration of new trade 

marks is an admissible deduction as 
per Bombay High Court decision in 

the case of Finlay Mills Ltd. - 

3,19,000 

1,12,500 


2,500 

22,500 1,37,500 

Taxable Income 1,81,500 

As the power spirit factory is a new industrial undertaking, 
6% per annum on capital employed is exempt from tax under section 
*15C. The capital employed in the business is as follows :— 


R s. 

Buildings on 1st October 1960 1,00,000 

Machinery on 1st October 1960 4,50,000 

One-half (being average for the six months) of the 
profits of Rs. 1,81,500 90,750 

Average capital employed during six months 6,40,750 

Statement of Total Income 

1. Sugar factory profits 14,86,000 

2. Power spirit factory profits 1,81,500 

Total Income 16,67,500 


Under section 15C, Rs. 19,222 (being 6 per cent per annum 
for six months on Rs. 6,40,750 capital employed) is exempt from 
both income-tax and super-tax, though it is includible in the total 
income under section 16(l)(a). The company is entitled to a 
rebate of income-tax and super-tax on Rs. 19,222, 


Less Development rebate on new machinery 
(25% on Rs. 4„ 0,000) 

Depreciation : 

Buildings (normal Rs. l,00, r 00 at 5% 
for 6 months) 

Machinery (normal on Rs. 4,50,0C0 at 
10% for 6 months) 
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Note : In November 1960 the company distributed to its 
shareholders Rs. 5,00,000 bonus debentures. This distribution is 
included in the term ‘dividend’ under section 2 (6A). As this 
dividend was given out of the past taxed profits of the company, a 
tax credit of Rs. 50,000 (10% of Rs. 5,00,000) will be allowed to the 
com; any in its assessment for 1961-62 

(39 X Ltd. is a company dealing in drugs and chemicals. 
Its memorandum of association specifically forbids its dealing in 
shares. Its managing director, who also happens to be the principal 
shareholder of the company, is a well-known member of the stock 
exchange. At an opportune moment he bought on behalf of the 
company 1,000 shares in Z Ltd. (shares which are extensively 
speculated in) and sold them after three months making a profit of 
Rs. 1,00,000. 

The company c ntends that this profit is not taxable because 
the transaction amounted only to a realisation of investments and 
it happened just once. Further, as the memorandum of association 
specifically forbids its doing business in shares, the transaction can 
not be invested with the quality uf such business. If the Depart¬ 
ment sought to tax the profits, it would by implication approve the 
carrying on of an illegal activity—an untenable position for the 
Department. 

Comment on the assessed arguments. 


The arguments of the assessee are untenable for the following 
reasons : 

(a) The shares bought and sold are those that are extensively 
speculated in. The managing director, who bought the shares, 
is a well-knov\n member oF the stock exchange, and his knowledge 
of the market enabled him to make a purchase at an opportune 
moment. The interval between the purchase and sale was short. 
The managing director, who had control of the transaciion, was as 
a principal shareholder vitally interested in making profits. All 
these facts lead to the conclusion that the transactions effected by 
the managing director were of the nature of business in shares and 
not of a mere change of investments. 

(b) The face that the transaction in shares took place only 
once will not render the profits exempt from tax if that transac¬ 
tion has the characteristics vhich render it an advanture in the 
nature of trade. The test to be applied in sueh cases is whether 
the operations involved are of the same kind and carried on in the 
same way as those which are characteristic of ordinary trading in 
the line of business in which the venture was made. As shown in 
the preceding paragraph the transaction possesses all the charac¬ 
teristics of dealing in shares. 
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(c) If the Department taxes profitsarising from a business 
which the company was by its memorandum of assoctation for¬ 
bidden to embark upon, the Department cannot be accused of 
approving the carrying on of an illegal activity. It is no part of 
the Department's work to express approval or disapproval of the 
trading activities the profits from which are taxed by it. All it is 
concerned with is to f ee whether the income from the activities 
falls within the purview of the charging sections of the Income-Tax 
Act, which are not necessarily restricted in application to the income 
from lawful business only. 

(40) The Bharat Engineering Co. Private Ltd., whose account- 
ting year is the calendar year, went into voluntary liquidation on 
31st December 1959, on which date its Balance Sheet was as 
follows — 



Rs. 

Rs. 

Paid up Share Capital: 

Land 

50,000 

100 Shares of Rs. 1,000 

Machinery less dep- 


each 

100,000 reciation 

80,000 

Loan from Bank 

1,00,000 Furniture less dep- 


Sundry Liabilities 

80,000 reciation 

8,800 

Profit & Loss Account : 

Stocks 

75,000 

Balance after payment of 

Sundry Debtors 

35,000 

dividend b/f from past 

Cash in hand and 


year 40,000 

with Bank 

1,32,200 

Profit for 1959 60,000 

1,00,000 



3,80,000 3,80,000 


The liquidator sold land, irrchinery, furniture and stocks to 
New Bharat Engineering Co. .Ltd , a new public limited company 
formed for the purpose of taking over and running the business of 
the hharat Engineering Co. Private Ltd for Rs. 2,16 000 He also 
collected the book debts and paid oT the liabilities in full. He 
incurred Rs. 2,200 as liquidation expenses On 5th July 1960 he 
closed the liquidation proceedings by paying off Rs. 2,000 .per share 
to each shareholder. 

Assessments of the Bharat Engineering Co. Piivate Ltd. upto 
and including 1958-59 were completed long ago and taxes due were 
collected The assessment for 1959-60 was completed on 1st 
August 1960 and tax of Rs. 12,000 was found due which amount 
had not been collected yet. The income for 1959 is ascertained at 
Rs. 80,000 but ihe assessment has not yet been completed. 

The shareholders of the Bharat Engineering Co. Private Ltd. 
on 31st December 1959 were O, P and Q, holding 75, 14 and 11 
shares respectively. 
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State what action should the Income-Tax Officer take in this 

case. 


As the liquidation proceedings were completed on 15th July 
1960, the Bharat Engineering Co. Private Ltd. ceased to exist from 
that date. The tax of Rs. 12,500 levied for the assessment year 
1959-6) cannot, therefore, be recovered from the company now. 
Similarly the assessment of the company for 1960-61 on its income' 
for the year 1959 cannot be made on the company itself. 

Most of the old company’s assets were taken over by the new 
company. In fact the new company was formed specially for 
taking over the running business of the old company, and it has been 
carrying on the said business since ^ 1 st December 1959. In these 
circumstances there is no doubt that the new public company succe- 
ded to 1 he business of the defunct old company on 31st December 
1959. Under the proviso to section ?6(2J the assessment for 1960-61 
on the old company’s income for 1959 can, therefore, be made on the 
successors, as the old company cannot now be found. Also, the tax 
of Rs. 12,500 due from the old company can be recovered from the 
new company. The Income-Tax Officer should lake the necessary 
steps for this purpose. 

The liquidator distributed Rs. 2,000 per share to the share¬ 
holders of the Bharat Engineering Co. Private Ltd. As the face value 
of each share was only Rs. 1,000, Rs. 1,000 extra was thus paid out 
of the company’s accumulated profits. The extra amount of Rs. 1,000 
paid on each share is, therefore, to be treated as dividend received by 
each shareholder under section 2(6A)(c). 

The dividend would be considered as having been received by 
O, P and Q oil 5th July 1960 and would be included in their assess¬ 
ments for 1961-62. 

(41) Z Private Ltd., whose accounting year ends on 3ist 
March, lias filed the following Profit and Loss Account, in connec- 
ction with its assessment for the year 1961-62 : — 

Profit and Loss Account 

. for the year ended 31st March 1961 


Opening Stocks : 

Rs. 

Manufactured Goods 

30,000 

Materials 

15,000 

Purchases of Materials 

1,25,000 

Wages 

1,00,UUO 

Stores consumed 

Interest on loan taken to 

4,000 


Rs. 

Sales 3,00,000 

Closing Stocks : 

Manufactured Goods 40,000 
Materials 20,000 

Income from agriculture 
in Burma not remitted 
to India 7,000 
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pay advance tax 

600 

Income from sale of 


Defalcation by employee 


milk 

3,000 

while bringing cash from 


Dividend from A Ltd., 


Bank 

1,500 

hombay 

1,550 

Repairs to Machinery 

10,000 

Dividend from B Lid., 


Contribution to Staff 


Lahore 

1,800 

Pension Fund 

4,000 

Compensation for land 

Annual Payments to X 

1,200 

acquired by Govern¬ 


Compensation paid to 


ment 

5,000 

selling agents for termi¬ 


Income from Buildings 


nating their agency 

10,000 

let out to employees 

4,700 

Expenses over milk cattle 

1,000 

Unclaimed Dividends 


Bonus paid on Redemplion 

forfeited 

4,000 

of Debentures 

5,000 

Realisation of an old 

Commission to Directors 

8,000 

debt written off and 


Miscellaneous Expenses 
Remuneration ol Dire¬ 

6,400 

allowed in the past 

2,600 

ctors 

16,000 



Depreciation 

22,000 



Net Profit 

29,950 



3,89,650 


3,89,650 


The following clarifications have been obtained : 

(a) The market price of manufactured goods in stock on 31st 
March 1961 was Rs. 60,000 and their cost was Rs. 45,000. As 
some fall in prices was imminent, the closing stock was valued at 
Rs. 40,000. In the past the cost basis was regularly adopted as 
that was lower than the market price. 

(b) Milk was obtained from cattle grazing on pasture lands. 

(c) One-third of the profits of A Ltd., from whom a gross 
dividend of Rs. 1,550 was received, was not taxable in the hands of 
that company. 

(d) The expenditure on repairs represents the cost of a new 
electric motor purchased on 1-10-1960. 

• 

(e) Rs. 600 was paid as tax in Pakistan on dividend from B 
Ltd., Rs. 1,800 being received in India. 

(f) The pension fund was created under a trust for providing 
pensions to such ex-employees as the company chose in its discretion 
and the amount payable could be varied or stopped as the company 
chose and whenever it liked. 

(g) There was an agreement with X to pay him Rs. 1,200 a 
year because he had helped the company to acquire lands for cons¬ 
truction of factory buildings. 
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(h) For the year ended 31st March 1961 remuneration was 
paid to each director at Rs. 4,000, but in the past each director was 
paid only Rs. 1,200 per annum. The sales this year were 50% more 
than those of the preceding year. 

(i) Some of the buildings let out to employees are near the 
factory and these are let out to technical personnel whose presence 
near the factory is in the interest of efficient working. The annual 
rent of these buildings is Rs. 3,600. 

(j) The other buildings constructed in 1948 are at a distance 
of six miles from the factory, but these too are let out to employees. 
The annual rent of these buildings amounted to Rs. 2,400. 

(k) Expenses incurred for these buildings were ;— 

Buildings mentioned in (i) t Repairs Rs. 70 r J and munici- 

p il tax Rs. 300. 

Buildings mentioned in (j) : Repairs Rs. 200 and 

municipal tax Rs. 100. 


(l) The shares of the company were held by : 

A ... Rs. 90,000 

B ... Rs. 10,000 

C ... Rs. 25,000 

D ... Rs. 25,000 

E ... Rs. 50,000 

B is the minor son of A, to whom shares worth Rs. 10,000 were 
transferred by his father out of love and affection. 

(m) The depreciation charged in the Profit and Loss Account 
falls short of the admissible amount by Rs. 3,000, and the company 
is also entitled to development rebate on the new electric motor. 

Work out the total income of the company for the 1961-62 
assessment year. 


Rs. 

1. Income from Property • 

Rent received (being gross annual value) from 
property situated at a distance of six miles from 


the factory and let out to employees 2,4C0 

Less Municipal tax 100 

Bona-fide annual value 2,300 

Less One-sixth for repairs 383 

Total income 1.917 


The rents received from the buildings situated near the factory 
and let out to employees will be income under section 10 and 
expenses and depreciation in respect thereof are allowed as business 
expenses. 
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2. Income from Business : 

Rs. Rs, 

Profit as per Profit and Loss Account 29,950 

Deduct Income to be taxed under sec- 



tion 12 : 

Dividend from A Ltd. 

1,550 



Dividend from B Ltd. 

1,800 



Burma agricultural income 

7,000 

10,350 




19,600 

11 

Property income to be taxed 
under section 9 (2,400-3C0) 


2,100 




17,500 

11 

Compensation for land being 




capital receipt 

Unclaimed dividends for¬ 

5,000 



feited not bring income 
liable to lax 

4,000 

9,0C0 




8,500 

Add L 

Under-valuation of closing 




stock 

5,000 


2. 

Interest on loan taken for 




advance tax, not being on 
capital borrowed for busi¬ 
ness purposes (29 l.T.R. 543 ) 

600 


3. 

Repairs being capital expen¬ 




diture 

10,000 


4. 

Defalcation by employee 



after money has come 
home to *he assessee (29 
l.T.R. 434) 

1,500 


5. 

Contribution to Pension 




Fund, as the trust is not 
valid due to uncertainty of 
beneficiaries (24 l.T.R. 519) 

4,000 


6. 

Annual payments to X be¬ 




ing capital expenditure 

1,203 


7. 

Bonus on redemption of 




debentures being capital 
expenditure (23 l.T.R. 134 ) 

5,0G0 



8. Remuneration to directors, 
the increase from Rs. 1,400 
to Rs. 4,000 per director 
not being justified. Sales 
increased by only 50%. 
Hence increase up to 50% 
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(i. e., Rs 1,800 per direc¬ 
tor) can be allowed under 
section 10(4A) (a), the 
excess being (Rs. 16,000 - 
Rs. 7,200) 8,800 

9. Commission to directors be¬ 
ing disallowed under sec¬ 
tion 10(2). The shares 
held by B (minor son of 
A) actually belong to A. 

Therefore the shares held 
by A, C, D and E are in 
the ratio of 4, 1, 1 and 2. 

1 lie commission is also 
exactly in the same ratio. 
r Iherefoie, the commission 

f would have been payable 
to them as dividend if it 
had not been paid as com¬ 
mission # 8,COO 


44,100 


52,600 

Deduct Shortage in depreciation charge (Rs. 3,000) 
and development rebate on new electric 
motor (Rs. 2,500) 5,550 


Taxable Business Profits 

Income from Other Sources • 

Dividend gross from A Ltd., no portion thereof 
being exempt from tax (27 I.T.R. 1) 

Dividend from a company in Pakistan including 
the tax deducted there (29 I- T. R. 774) 

Income from agriculture in Burma, the land not 
paying any land revenue in India and therefore not 
exempt agricultural income 


47,100 

Rs. 

1,550 

2,400 

7,000 


10,950 


Statement of Total Income 


1 . 

Income from Property 


Rs. 

1,917 

2. 

Income from Business 


47,1(0 

3. 

Income from Other Sources 


10,950 



Total Income 

59,967 
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Notes : 

1- Income from regular sale of milk obtained from cattle 
grazed on pasture lands as a commercial proposition is assessable in 
view of the Supreme Court’s decision (29 I. T, R. 529). 

2. The amount recovered from an old bad debt written off 
and allowed in the past is assessable under section 10 (2A). 

3. Compensation to selling agent for termination of agency is 
deductible as revenue expenditure (1933 L T. R. 129). 

f42) R & Co. (India) Private Ltd. is a subsidiary of R and Co., 
Ltd., London. The former sells the products manufactured by the 
latter. It is found that the Indian company either incurs a loss or 
shows only a nominal profit.' What Action should the Income-Tax 
Officer take in this case ? 


This is a case where the provisions of section 42(2) clearly 
apply. The course of business between the Indian subsidiary 
company and the English parent company is presumably so arranged 
that the business doHe by the former with the latter produces to the 
former either no profit or less than the ordinary profit which might 
be expected to arise in that business. If the normal course of busi. 
ness had been allowed to regulate the transactions between the non¬ 
resident v English parent company) and the resident (Indian subsidiary) 
in this case, it would have been hardly possible that the resident 
Indian company showed such poor results. 

It is, therefore, a case where the reasonable profit which may 
be deemed to have been derived from the transactions between the 
Indian company and its non-resident principal, if such business had 
been between two independent traders, has to be computed, and 
then such reasonable profit is to be assessed in the hands of the 
resident company. For making an estimate of the reasonable profit, 
the Income-Tax Officer will take comparable cases of resident agents 
who sell the products of non-resident principals under similar circum- 
mstances. 

If the non resident English company actually carries on trade 
in India, that is to say, if the property in the goods sold by the non¬ 
resident company to the Indian company really passed to the latter 
only in India, then there would also be a case for assessing the non¬ 
resident company through the resident Indian company as the 
former’s agent under section 43. In order to arrive at a decision on 
this aspect of the case, the following points should be examined in 
the contracts for the purchase of goods by the Indian company from 
the English company |$ith a view to ascertaining when property in 
the goods passed to the Indian company :— 

(a) Whether the goods are delivered F. O. B. at an English 
port or whether the goods are delivered in India and the 
prices charged are C. I. F. 
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(b) Whether the prices are paid in India or in England. 

(c) Whether the documents of title to the goods are delivered 

to the Indian company in India through a bank against 
payment or whether the goods are delivered and payments 
are made later on. 

(d) In whose name the goods are insured in the course of 

transit from England to India. 

(e) Any other relevant factors. 

(44) The Profit and Loss Account of a limited company for 
the year ended 31st December 1960 disclosed a profit of Rs. 40,98, 
000. With the help of the following nformation compute the total 
income of the company for the assessment year 1961-62 .— 

(a) The Profit and Loss Account vas credited (i) with in¬ 
terest on securities Rs. 2; 81,400 (net) after including interest recei¬ 
ved on sale of securities Rs. 3,500 and after deducting interest paid 
on purchase of securities Rs. 2,100 and (ii) with Rs. 2,500 transfer 
fees received. 

(b) General Charges debited to Profit and Loss Account 
included ; 

(i) Rs. 5,000 being legal expenses incurred for the 

purchase of a plot of land near the factory for Rs. 

1 lakh and Rs. 4,000 being legal charges incurred 
in defending the company’s title to a portion of the 
existing factory land. 

(ii) Rs. 50,000 misappropriated by the manager of the 
company, who held the power of attorney for general 
conduct and management of the company’s business. 
He withdrew this amount from the company’s bank 
account and misappropriated it. As it was found in 
the previous year that nothing could be recovered from 
him, the amount was written off. 

(c) The expenditure under the head “Salaries and Wages” 
included : 

(i) Rs. 1 \000 paid in the U. K. as pension to the company's 

retired manager, resident in the U. K., but no tax was 
deducted therefrom. 

(ii) Rs. 20,000 paid to an insurance company to secure a 
policy which would give to the company sums equal 
to the pension that would be payable to two of the 
company’s employees who were not parties to the 
arrangement. 

(d) Interest account debited to the Profit and Loss Account 
included interest received und^r section 18A(5) Rs. 12,000 and, 
interest paid under section 18A(7) Rs. 4,5000. 
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(e) In the company’s books for. the year 1960 the Provision 
for Bad Debts Account was as under :— 



Rs. 

Balance as on 1-1-1960 

50,000 

Addition this year 

80,000 


1,30,000 

Less Bad debts written off 

11,000 

Balance as on 31-12-1960 

1,19,000 


(f) The amount of depreciation charged to the Profit and Loss 
Account is equal to the amount admissible. The company is 
en Li tied to development rebate of Rs. 50,000 in respect of new machi¬ 
nery installed during the account year, but nothing has been debited 
to the Profit and Loss Account on account of development 
rebate. 

(g) In April 1960 certain machinery (for V'hich the rate of 
depreciation is 10% and which originally cost Rs. 80,000) was sold 
for Rs. 1,06,000. It was a new machinery installed and brought 
into use on 1st July 1959, on which development rebate was also 
allowed in the assessment year 1960-61. 

Taxable Business Profits : 

Rs. 

Profit as per Profit and Loss Account 
Less Interest on securities assessable under 

section 8 2,81,400 

Interest received under section 18A 
(5), assessable under section 12 12,000 

Bad debts written off to provision for 
bad debts 11,000 

Add Legal charges incurred for purchase 37,93,600 

of land, being capital expenditure 5,000 

Amount misappropriated by the 
manager, being capital loss, because 
monies when credited to the com¬ 
pany’s bank account are deemed to 
have reached the company 50,000 

Pension paid in U. K. to the retired 
manager, who is non-resident, is 
taxable as it was earned for services 
rendered in India. As no tax is 
deducted at source, it is disallowed 
under section l(J(4)(a) 12,000 

The lump sum payment of Rs.20,000 


Rs. 

40,98,000 


3,04,400 
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to an insurance company to secure 
a policy which would give to the 
company an amount equal to the 
pension payable to the two emplo- > 
yees is capital expenditure, since 
the company gets an asset, namely ; 
the policy. Moreover, it is in the 
nature of a provision for an antici¬ 
pated future liability. Hence, 


disallowed 

20,000 


Penal interest paid under section 

18A (7), not being expenditure laid 
out wholly and exclusively for the 
purpose of business 

4,5C0 


Profit on sale of machinery under 
section 10(2)(vii) as calculated 
below 

4,000 

95,500 

Intere t on Securities : 


38,89,100 

Amount (net) as credited to Profit & Loss 
Account 


2,81,400 

Add Interest paid on purchase of securities 
concerned 


2,K0 


2,83,500 

Deduct Interest received on sale of securi¬ 
ties which forms part of the sale 

price of the securities concerned 3,500 

Net interest on securities 

Gross interest on securities (tax deducted 
at source at 30% being Rs. 1,20,000) 

Profit under Section 10 (2) (in?) : 

Rs. 

Sale price of machinery sold 1,06,000 

Less Written-down value of machinery sold: 

Cost 80,000 

- 10% depreciation on Rs. 80,000 

for 6 months 4,000 76,000 

Profit on sale 30,000 

Of Rs. 30,000, Rs. 4,000 is profit taxable under section 10 and 

Rs. 26,000 is capital gain taxable under section 12B, 


2,80,000 

4,00,000 
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INCOME-TAX 


Statement of 1 otal Income : 

Rs. 

1. Interest on Securities 4,00,000 

2. Profits of Business 38,89,100 

3. Income from Other Sources : 

Interest received under section 18A (5) 12,200 

4. Capital Gains 26,000 


Total Income for 1961-62 assessment year 43,27,100 


Notes : 


(a) Rs. 2,500 share transfer fees credited to the Profit ana 
Loss Account is not treated as a capital receipt, because the expenses 
incurred for transfer of shares, such as stationery, salaries of clerks 
concerned, etc., are allowed. 

(b) The development rebate of Rs. 5 ',000 on new machinery 
installed in 1960 is not allowed, as the company has not debited its 
Profit and Loss Account for I960 and has not credited a develop¬ 
ment rebate reserve with 75% of Rs. 50,000. 

(c) The development rebate of Rs. 20,000 (allowed in the 
assessment year 1960-61) on new machinery installed in 1959 and 
sold in 196") will be withdrawn by revising the 1960^61 assessment 
under section 35, since the machinery has been sold before 10 years. 

(d) Legal expenses (Rs. 4,000) incurred in defending the 
company’s title to land is allowed as a deduction, as the expenditure 
is incurred in maintaining an asset and is therefore revenue expen- 
ture. 


(e) As particulars regarding the purchase and sale of securities 
are not given, any capital ga«n resuming therefrom has been ignored. 

(44) From the following particulars, calculate the total depre¬ 
ciation, balancing allowance and development rebate allowable for 
the previous year ended 31st March 1961 ;— 

(a) Factory building (second class) W,D V. Rs 1,00,000 at 

10%. Non factory building (second class) W. D. V. 

Rs. 50,000 at 5%. 

(b) Machinery (initial depreciation allowed Rs.30,000) W.D.V. 


(c) 


Rs. 32,C00 at 10%. 

New Machinery installed on 1-10-1960 costing Rs. 40,000 
at 15%. 

Motor Trucks (initial depreciation allowed Rs. 10,000) 
W. D. V. Rs. 2^,000 sold on 1-1-1961 for Rs. 8,000. 
Motor car (new and purchased on 1-1-1961) costing 
Rs. 20,000 at 20%. 

Furniture W. D. V, Rs. 7,000 at 6%. 

Additions on 1-10-1960 costing Rs. 3,000 at 6%. 
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Depreciation ; 

(a) Factory Building : 10% on Rs. 1,00,0(0 

Non-factory Building : 5% on Rs 50,000 • 

(b) Machinery : W. D, V. is Rs. 3?,000 and 

drprecialion at 10% is Rs. 3,200. But 
only Rs. 2,(0) will be allowed because 
Rs. 30,000 has already been allowed as 
initial depreciation, and a further allow¬ 
ance of Rs. 2,000 will wipe off the asset. 

From the next assessment year no depre¬ 
ciation is to be allowed on this asset. 

Now Machinery : 15% on Rs. 40,000 for 6 
months 

Motor Trucks ; As the trucks w 7 ere sold 
on 1-1-1961, no depreciation can be 
allowed for the assessment year 1961-62. 

But taking the initial depreciation into - 
account, the W. D. V. is Rs. 10,0^ 0 and 
the trucks are sold for Rs. 8,000. There¬ 
fore there is a balancing allowance under 
section 10(2)(vii) of 

Motor car : 20% on Rs. 20,000 for three 
months 

(c) Furniture : 6% on Rs. 7,000 

6% on Rs. 3,000 for 6 months 

Depreciation allowance for assessment year 
1961-62 

Development Rebate : 

Development rebate on new machinery installed on 1 
will be 25% on Rs. 40,000 = Rs. 10,000. No development 
admissible on new motor car. 
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10*00 

2,500 


2,000 

3,0(0 


2,000 

l,0CO 

420 

90 


21,010 


-10-1960 
rebate is 




APPENDIX A 


WEALTH TAX ACT, 1957 

The Wealth Tax Act, 1957, received the assent of the President 
of India on 12th September 1957, but it came into force from 1st 
April 1957. The first year of assessment for purposes of the wealth 
tax was, therefore, 1957-58. 

The Wealth Tax Act applies to the whole of India. The 
minimum taxable limit of wealih is Rs. 2 lakhs in the case of 
individuals and Rs. 4 lakhs in the case of Hindu undivided families. 

Assessees. 

The two categories of assessees are individuals and Hindu 
undivided families, other persons being excluded from the operation 
of the Act. 

So far as firms and associations of persons are concerned, the 
net wealth of the firm or association as such is not taxed, but the 
value of the interest of each partner or member is to be included in 
his net wealth. 

Net Wealth. 

The definition of net wealth, as given in section 2 (m), contains 
a material portion of the substantive law relating to wealth tax. 
According to this definition : 

(a) Net wealth means the excess of the aggregate value of all 

the assets belonging to the assessee on the valuation date 

over the aggregate amount of all the debts owed by him 

on the same date. 

(b) The assets and debts have to be valued in accordance with 

the provisions of the Act. 

(c) Certain assets not belonging to the assessee are required by 

the Act to be included in his net wealth. 

(d) Certain debts are not to be taken into account even though 

they are owed by the assessee. 

(e) All the assets, wherever located, are to be included in net 

wealth except in certain circumstances. 

The items of property, which are not regarded as personal 
assets of an assessee at all and have therefore to be left out in the 
computation of net wealth, are specified in section 2 (e). These 
are :— 
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(1) Agricultural lands and growing crops, grass or standing 

trees on such lands. 

(2) Any building owned or occupied by a cultivator or recei¬ 

ver of rent or revenue out of agricultural land, provided 
the building is on, or in the immediate vicinity of, the 
land, and is a building which he, by reason of his- 
connection with the land requires as a dwelling house,, 
store-house or out-house. 

(3) Animals of all descriptions. 

(4) Right to any annuity where the terms and conditions- 

relating thereto preclude the commutation of any portion 
thereof into a lump sum grant at any time. 

(5) Any interest in property where the interest is avilable to- 

an assessee for a period not exceeding six years in all. 

Assets not belonging to assessee but included in his assets. 
Section 4 contains a special provision which invalidates certain 
transfers of assets for purposes of wealth tax. The following assets 
transferred by the assessee must be included in his net wealth ;— 

fa) Assets transferred to wife otherwise than for adequate 
consideration or in connection with an agraement to 
live separately. 

( b) Assets transferred to minor children, except married 

daughter, otherwise than for adequate consideration. 

(c) Assets transferred to any person or association of persons 

for the benefit of the assessee, his wife or minor child. 

(d) Revocable transfers of assets. Transfers which are not 

revocable for a period of six years or for the life-time 
of the transferee are treated as irrevocable transfers. 

Transfers of these assets would be invalid only if they were 
made after 1st April 1956. 

Though the assets transferred in the above circumstances are 
treated as the assets of the transferor, wealth tax in respect of such 
assets is to be recovered from the transferees. 

All debts referable to the transferred assets, whether incurred 
by the transferor or by the transferee, which are payable by the 
transferor or the transferee on the valuation date, shall be deducted 
from the value of the transferred assets. 

Debts not to be deducted. 

The aggregate value of the debts owed by the assessee on the 
valuation date is to be deducted from the aggregate value of the 
assets on that date, in order to compute the net wealth. The debts 
must be owed on that date ; anticipatory liabilities cannot be 
claimed. But two kinds of debts owed by the assessee are not to 
be deducted. These are •— 
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Debts located outside India in the case of non-residents 
and persons not ordinarily resident in India. This is 
because in the case of such persons the assets located 
outside India are excluded from the net wealth. 

2. Debts which are secured on, or have been incurred in 
connection with, assets in respect of which wealth tax is 
not payable. 

The following are not regarded as debts owing by the assessee 
for the purpose of deduction in computing his net wealth :_ 

(a) Taxes which are outstanding and are disputed by the 

assessee in appeals, and 

(b) Taxes which are otherwise outstanding for more than one 

year on the valuation date. 

Valuation Date. 

Though the wealth tax is charged for every financial year, it is 
charged on the net wealth on the corresponding valuation date for 
that year. 

The valuation date is the last date of the previous year adopted for 
the assessee’s income-tax assessment. If different previous years are 
adopted by the assessee for different sources of income for purposes 
of his income-tax assessment, the last day of the last of such previous 
years would be the valuation date for such tax purposes. For 
instance, if a person adopts the year ended 31st March for his 
properly income and the year ended 31st December for his business 
income, the valuation date for wealth tax would be 31st March. 

Incidence of Wealth Tax. 

Wealth tax is payable only by individuals and Hindu undivided 
families. The incidence of wealth tax varies with the residential 
status of an assessee. 


1. Individuals 

For purposes of wealth tax, individuals are classified into two- 
categories :— 

(1) Citizens of India. 

(2) Not citizens of India. 

In each category the residential status may be :— 

(a) Resident and ordinarily resident in India. 

(b) Resident but not ordinarily resident in India. 

(cj Not resident in India. 

The residence of an individual is to be determined in the same 
way as for income-tax purposes. 

The term “citizen” is defined in Article 5 of the Indian Consti¬ 
tution. Under this Article, to be a citizen of India, a person must 
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have his domicile in the territory of India, and he must further fulfil 
one of the following three conditions, namely : 

(a) He must have been born in India, or 

(b) His father or mother must have been born in India, or 

(c) He must have been ordinarily resident in India for not less 

than five years before 6th January 1* 50. 

A person ceases to be a citizen of India if he has voluntarily 
acquired the citizenship of any foreign State. 

The liability of an individual to wealth tax is as follows ; — 
Citizens of India : 

(a) Resident and ordinarily resident in India : 

The wealth tax is payable at the prescribed rates on the total 
net wealth of such an individual. This will include the wealth 
located outside India also. Tax on foreign wealth will, however, be 
payable at half the normal rates. 

(b) Resident but not ordinarily resident in India ' 

(c) Not resident in India : 

Individuals falling in these categories will be liable to pay 
wealth tax only on their net wealth in India. The value of assets and 
debts located outside India will be left out altogether from the charge 
to wealth tax. Further, in computing the value of the assets in India, 
the amount of loans given to industrial undertakings in India are to 
be excluded if interest thereon is exempt under section 4 (3) of the 
Income-Tax Act. 

Not citizen of India : 

(a) Resident and ordinarily resident in India : 

(b) Resident but not ordinarily resident in India : 

The liability of individuals in these categories is the same as 
for those who are citizens of India and who are resident but not 
ordinarily resident in India as explained above. In their cases only 
such net wealth as is located in India is liable to wealth tax, and the 
value of assets and wealth located outside India have to be left out 
from the computation of net wealth. 

( c ) Not resident in India : 

Individuals who are not citizens of India and who are not 
resident in India are liable to wealth tax only on that part of their 
net wealth which is located in India. In their cases wealth tax is 
payable at half the normal rates and the value of assets outside India 
is not to be taken into consideration. 

The incidence of wealth tax may be summarised as follows ; 
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Citizens ; 

R and O R Foreign assets included but a rebate of 50% thereon* 
R but NOR Foreign assets excluded and no rebate. 

N R Foreign assets excluded and no rebate. 


Non-citizens : 

R and O R Foreign assets excluded and no rebate. 

R but NOR Foreign assets excluded and no rebate. 

N R Foreign assets excluded and 50% rebate on Indian 

assets. 


The rates of wealth tax for individuals are as follows :— 

On the first Rs. 2,00,000 of net wealth ... Nil 

On the next Rs. 1J,00,000 of net wealth ... 1% 

On the next Rs. 10,00,000 of net wealth ... 1£% 

On the balance of net wealth ... 2% 

2. Hindu Undivided Families 

In the case of Hindu undivided families, there is no question 
of the families being non-citizens of India. The incidence of wealth 
tax is therefore the same as in the case of individuals who are citi¬ 
zens of India. It will vary according as the family is (i) resident 
and ordinarily resident in India, (ii) resident but not ordinarily 
resident in India, and (iii) not resident in India. 

Since a Hindu undivided family is assessed to wealth tax, there 
is a provision in section 5(1 )(ii) for excluding a coparcener’s interest 
in the joint family property from his assets in his individual assess¬ 
ment. 

The rates of wealth tax for Hindu undivided families are as 
under :— 

On the first Rs. 4,00,000 of net wealth 
On the next Rs. 10,00,000 of net wealth 
On the next Rs. 10,00,000 of net wealth 
On the balance of net wealth 

Valuation of Assets 

According to section 7, the value of any asset, other than cash, 
shall be estimated to be the price which, in the opinion of the 
Wealth Tax Otficer, it would fetch if sold in the open market on the 
valuation date. The Det value of the assets of a business as a whole 
may be determined on the basis of the balance sheet, instead of 
determining separately the value of each asset held by the assessee 
in such business. 

According to Rules made by, and the executive instructions of, 
the Central Board of Revenue, the values of some assets are to bo 
determined in the following manner ;— 


Nil 

1 % 

n% 

2 % 
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1. Interest in a firm or association. The value of the interest, 
of a person in a firm of which he is a partner or in an association 
of persons of which he is a member, shall be determined in the 
manner provided herein. The net wealth of the firm or the associa¬ 
tion on the valuation date shall first be determined. That portion of 
the net wealth of the firm or association which is equal to the 
amount of its capital shall be allocated among the partners or 
members in the proportion in which capital has been contributed by 
them. The residue of the net wealth of the firm or association shall 
be allocated among the partners or members in accordance with the 
agreement of partnership or association for the distribution of assets 
in the event of the dissolution of the firm or association, or in the 
absence of such agreement, in the proportion in which the partners 
or members are entitled to share profits. The sum total of the 
amounts so allocated to a partner or member shall be treated as 
the value of the interest of the partner or member in the firm or 

association. 

Where the net wealth of a firm or association computed in the 
above manner includes the value of any assets located outside India, 
the value of the interest of any partner or member in the assets 
located in India shall be determined having regard to the proportion 
which the value of the assets located in India diminished by the 
debts relating to those assets bears to the net wealth of the firm or 
association. 

Where the net wealth of a firm or association computed in the 
above manner includes the value of any assets referred to in section 
5(2), the value of the interest of a partner or member shall be 
deemed to include the value of his proportionate share in the said 
assets, and the provisions of section 5(2) shall be applied to him 
accordingly. 

2. Agricultural land. The value of agricultural land is not 
ordinarily to exceed 20 times the annual value of that land as assessed 
for purposes of land revenue. But in order to avoid under-valuation, 
the Wealth Tax Officer may ascertain the value in the same way as 
he values any other property, especially where twenty times the 
annual value of the land is less than three-fourths the market value 
of that land. 

3. Land containing minerals. In the case of land containing 
minerals, separate value should be placed on it on the basis of a 
certificate by a qualified mining engineer. 

4. Buildings. The value of buildings should be estimated with 
due regard to the nature, size and locality of the property, the 
amenities available and the price prevailing for similar assets in the 
same locality. Where the value is not easily ascertainable in this 
manner, the value of the property may be taken as twenty times the 
annual rent received. 

5. Shares and securities dealt in on stock exchanges. Shares in 
companies and securities issued by Government or a local authority, 
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which are the subject of dealings on a recognised stock exchange, 
may be valued on the basis of the closing price quoted on the stock 
exchange on the valuation date. 

In the case of shares in foreign companies and securities issued 
by foreign governments, which are not the subject-matter of dealings 
in a recognised stock exchange in India, but which are dealt in on 
a recognised stock exchange in a foreign country; the value may be 
estimated on the basis of the price quoted on a foreign stock 
exchange. 

In the case of shares which are not quoted on a stock exchange, 
their value is to be determined in the following manner. The total 
wealth of the company will be determined by adding to the paid-up 
•capital the debentures, reserves and the balance on the profit and 
loss account. From the total so arrived at 

6. Unquoted ordinary shares . The value of shares, which are 
not quoted on a recognised stock exchange, is to be determined on 
the basis of the net assets of the company. 

7. Unquoted preference shares and debentures. Where there is 
no market quotation available for preference shares or debentures, 
their value may be taken at their paid-up value. 

8. Patent, copyright and design. For the purpose of determi¬ 
ning the value of a patent, copyright or design or other similar 
assets, it may be assumed that for the unexpired period of the life 
of the asset income at the rate of the income derived during the year 
ending on the valuation date will arise during the rest of its life. On 
this assumption, the present value of the future annual income should 
be ascertained. In special cases, however, it may be necessary to 
vary the quantum of the annual income or the number of years of 
useful life. 

9. Jewellery. In valuing personal jewellery, the main thing to 
take into account is the precious metal content and the value of the 
precious stones, if any. 

Where value is disputed by assessee : 

Under section 24 (6), where the assessee objects to the valua¬ 
tion of any property, the Appellate Tribunal may, and if the assessee 
so requires, shall refer the question of the value to the arbitration 
■of two valuers, one to be nominated by the appellant and the other 
by the respondent, and the Tribunal will, so far as that question is 
concerned, follow the decision of the arbitrators. If there is a 
difference between the two valuers, the matter will be referred to 
a third valuer nominated by agreement or by the Appellate Tribunal, 
and the decision of that valuer shall be final. 

Exemptions 

Section 5 deals with one of the important topics of wealth tax, 
namely : assets which are exempt from wealth tax. Such assets fall 
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into two classes : (i) those that are exempt and are also to be 
excluded from net wealth, and (ii) those that are exempt from wealth 
tax but have to be included in net wealth. 

According to section 5(1), the following assets are exempt 
from wealth tax and they are not to be included in the net wealth of 
an assessee :— 

1. Any property held by him under trust or other legal 

obligation for any public purpose of a charitable or 
religious nature in India. 

2. The interest of the assessee in the coparcenary property of 

a Hindu undivided family. 

3. Any building in the occupation of a Ruler of an erstwhile 

Indian State which is declared by the Central Govern¬ 
ment as his official residence. 

4. One rural residential house. 

5. Rights under any patent or copyright belonging to the 

assessee, provided they are not held by him as assets 
of a business and no income or benefit accrues to him 
therefrom. 

6. Rights in any insurance policy before the moneys covered 

thereby become due and payable. 

7. Right to receive a pension or other life annuity in respect 

of past services under an employer. 

8. Furniture, household utensils, wearing apparel, provisions 

and other articles intended for personal use, such as a 
motor car- 

9. Tools and implements used for the raising of agricultural 

produce. 

10. Tools and implements necessary to enable the assessee to 

carry on his profession or vocation (e g., X-ray appara¬ 
tus and surgical instruments of a doctor), subject to a 
maximum of Rs. 20,000 in value . 

11. Instruments and other apparatus used by the assessee for 

purposes of scientific research. 

12. Works of art and books or manuscripts not intended for 

sale. 

13. Heirlooms. These are personal assets which pass on the 

owner’s death to his successors along with the inheri¬ 
tance and not to his executors or administrators. 

14. Jewellery in the possession of a Ruler of an erstwhile 

Indian State, not being his personal properly, which has 
been recognised by the Central Government as his 
heirloom, without any monetary limit. 

15. Jewellery belonging to the assessee, subject to a maximum 

oj Rs. 25,000 in value. 
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16. Ten-year treasury savings deposit certificates, fifteen-year 

annuity certificates, deposits in post office savings banks, 
post office cash certificates and post office national 
savings certificates held by the assessee, provided, they 
have been held for a period of at least six months ending 
with the relevant valuation date. 

17. Amount standing to the credit of an employee in a statu¬ 

tory or recognised provident fund. 

18. Property received by an assessee from Government as 

gallantry or merit award. 

19. Shares held in new industrial undertakings which enjoy a 

period of five years’ tax holiday under the Income-Tax 
Act, provided such shares have been held from the date on 
which they were first issued by the company or for a period 
of at least six months ending with the relevant valuation 
date , whichever is shorter. 

Note : In addition to the above-mentioned exempted assets, 
the following assets are also exempted under section 2(e) :— 

20. Agricultural land. 

21. Buildings occupied by the cultivator. 

22> Animals. 

23. Annuities which are not commutable. 

24. Interests in property which do not endure for more than 

six years. 

Section 5(2) contains another class of assets which are exempt 
from wealth tax, but which are to be included in net wealth. Under 
this section, wealth tax is not payable by an assessee in respect of 
any deposit made by him with the Government or in any security of 
the Government or of a local authority, provided the deposit or secu¬ 
rity has been held for a period of at least six months ending with the 
relevant valuation date . 


Illustrations 


(1) X is an Indian citizen permanently residing in India. He 
makes a statement showing the following items of property in his 
ownership as on 31st March 1961 ;— 

Rs. 


(a) 

Residential building in Lucknow, the net 

annual value according 
records being Rs. 10,000 

to municipal 

(b) 

Assets used by him in his 
doctor i 

profession as a 


X-ray plant 

15,000 


Surgical implements 

4,000 


Stock of medicines 

10,000 


Books on medicine 

4,000 


1,50,000 


33,000 
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(c) Motor car mainly for household use 

(d) Household furnilure 

(e) Other household effects 

(/) Value of share in a partnership firm carr¬ 
ying on business of manufacture and sale 
of patent medicines 

(g) Fixed deposits in banks in India 
Deposit in Post Office Savings Bank made 

by transfer of funds from banks on 1st 
January 1961 

(h) Jewellery in his wife’s custody 

(i) Cash in the house 

(j) Value of his one-fifth share as a coparcener 

in the joint property of a Hindu undivi¬ 
ded family 


Compute the net wealth of X for the assessment year 
.assuming that he had to pay on 31st March 1961 Rs. 
creditors for medicines supplied. 


(a) Residential building in Lucknow, valued at 

twenty times the annual value 

(b) Of the assets used in his profession, X-ray 

plant and surgical implements are his 
professional tools and implements and 
their value does not exceed Rs. 20,000. 
Therefore, they are exempt. Books of 
all descriptions are also exempted if they 
are no! intended for sale. Only the stock 
of medicines is thus liable to wealth tax. 

(c) Motor car, being mainly for household use 

is a household asset and is therefore 
exempt. 

(d) Household furniture exempt without any 

limit. 

fe) Other household effects exempt without any 
limit. 

(f) Value of share in a partnership firm 

(g) Deposits in banks 

Deposit in Post Office Savings Bank Acco¬ 
unt is not exempt as it is only three 
months old instead of at least six months 

(h) Jewellery in excess of Rs. 25,000 
fi) Cash in the house 


18,000 

6,000 

14,000 

70,000 

30,000 

10,000 

55,000 

1,500 

60,000 

1961-62, 
3,500 to 


2,00,000 


10,000 


70,000 

30,000 

10,000 

30,000 

1,500 
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(j) Share in coparcenary property is exempt. 

3,51,500 

Less Amount due to creditors 3,500 

Net Wealth 3,48,000 

(2) Y (a citizen of India) is resident and ordinarily resident 
for the assessment year 1961-62. His accounting year ends on 31st 
December. The following are the details of his assets and liabilities 


and other affairs :— 

(a) Assets as on 31st December 1960 : 

Rs. 

House property in Burma 50,000 

House property in India 80,000 

National Plan Certificates purchased on 
15th August ^60 25,000 

Jewellery 55,000 

Share interest in a firm in India valued at 30,000 

Share in companies valued at 20,000 

Liabilities on 31st December 1960 : 

Debt charged on house property in Burma 25,000 

Contingent liability for uncalled share 
capital 5,000 


(b) The income-tax records showed that the income from a 

house purchased by Y in the name of his wife was 
assessed as his own income treating the said purchase 
as benami. The cost of this house is Rs. 1,(JO,000, 
which may be taken as the value on 31-12-60. 

(c) A house was gifted to Y's son in 1955, but the arrange¬ 

ment was that the father should live in that house till 
his death. On 31st December 1960 this house is valued 
at Rs. 45,000. 

(d) Y gifted to his daughter (15 years old) a sum of Rs.10,000 

in cash, on 15th March I960. 

Compute the net wealth of Y for the assessment year 1961-62. 

Rs. 

{a) House property in Burma (less debt charged 


thereon Rs. 25,000) 25,000 

House property in India 80,000 

National Plan Certificates, not being held 
for six months 25,000 

Jewellery (in excess of Rs. 25,000) 30,000 

Share interest in a firm 30,000 

hares in companies 20 ,000 
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(£>) 

(c) 

(d) 


House property purchased benami in the 
name of wife 

House gifted to son, being a transfer for 
the benefit of transferor ; hence includi¬ 
ble under section 4(l)(a)(iii) 

Gift to minor daughter includible under 
section 4 (l)(a)(ii) 

Net Wealth 


1 , 00,000 

45,000 
10,000 
3,65,000 

The contingent liability of Rs. 5,000 will not be allowed as it 
has not ripened into a debt owed by the assessee. 


Assessment Procedure 

Wealth Tax Authorities. The Income-Tax Officer, the Inspec¬ 
ting Assistant Commissioner of Income-Tax, the Appellate Assistant 
Commissioner of Income-Tax, ihe Commissioner of Income-Tax and 
the Income-Tax Appellate Tribunal are also the corresponding 
authorities for wealth tax. 

Assessment Procedure. Every person, whose net wealth for the 
previous year is of such an amount as would render him liable to 
wealth tax, is required to file a return of net wealth with the Wealth 
Tax Officer before the 30th June of the corresponding assessment 
year. The Wealth Tax Officer is the Income-Tax Officer who deals 
with the income-tax assessment of the assessee. 

The Wealth Tax Officer may also serve a notice under section 
14(2) upon any individual or Hindu undivided family whom he 
considers liable to wealth tax to file the return within the time 
specified which would normally be 35 days. If the assessee is unable 
to file the return within the prescribed time, he can approach the 
Wealth Tax Officer for extension of time. 

The procedure for the assessment, levy and collection of wealth 
tax follows closely that of income-tax. As regards wealth tax, the 
rights of an assessee for appeal, revision or reference are also the 
same as in income-tax. 

However, the following additional provisions have been made 
for the recovery of wealth tax :— 

(1) Where, by virtue of section 4 (1) (a), the assets transferred 

by an assessee in certain circumstances are treated as. 
his assets, wealth tax in respect of such assets is recove¬ 
red from the transferees. 

(2) Where any document relating to the transfer of any 

property valued at more than Rs. 1,00,00 J requires 
registration, the registering officer will not register any 
such document unless the Wealth Tax Officer certifies 
that wealth tax has either been paid or satisfactory 
provision has been made for its payment. 
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The comparable sections of the Income-Tax Act and the Wealth 
Tax Act are given below. 


Sections of 



I. T. Act 

W.T.Act 

Filing of return 

22 

14 

Assessment 

23 

16 

Additional assessment 

34 

17 

Imposition of Penalty 

28 

18 

Assessment of deceased person 

24B 

19 

Assessment after partition of H. U. F. 

25A 

20 

Appeal to A. A. C. 

30 

23 

Appeal to Appellate Tribunal 

33 

24 

Revision by Commissioner 

33A 

25 

do. 

33B 

26 

Reference to High Court 

66 

27 

Appeal to Supreme Court 

66A 

29 

Notice of demand 

29 

30 

Recovery of tax 

46 

31 & 32 

Rectification of mistake 

35 

35 

Prosecution of assessees 

Disclosure of information by a public 

51 & 52 

36 

servant 

Publication of names of assessees on whom 

54 

42 

penalty has been imposed 

Disclosure of information respecting tax 

59A 

42A 

payable 

59B 

42B 




APPENDIX B 


EXPENDITURE TAX ACT, 1957 

The Expenditure Tax Act, 1957, received the assent of 
the President on 17th September 1957, but it came into force on 
1st April 1958, that is to say, with effect from the financial year 
1958-59. The Act provides for the levy of the tax in respect of 
the expenditure on personal consumption in excess of certain limits, 
the excess being referred to in the Act as the taxable expenditure. 

The Act extends to the whole of India except the State of 
Jammu & Kashmir. The tax is levied only on individuals and 
Hindu undivided families. 

Previous Year. 

The liability to expenditure tax for any assessment year arises 
in respect of the expenditure incurred by the assessee during the 
previous year. 

Previous year is normally the period of twelve months for 
which the accounts are kept by the assessee, and if no accounts are 
kept, it is the financial year preceding the assessment year. The 
previous year for expenditure tax assessment is therefore the same 
as the previous year for income-tax assessment. There is, however, 
one exception. 

The Income-Tax Act allows different previous years for 
different sources of income. Where a person has different previous 
years under the Income-Tax Act, the previous year for the expendi¬ 
ture tax assessment will be the previous year which ended last. For 
example, if an assessee carries on a profession as well as a business 
and if he keeps accounts for the profession according to the financial 
year (from 1st April to 31st March) and for the business according 
to the year ended 30th June, the previous year for the purpose of 
expenditure tax assessment for the year 1961-62 will be the financial 
year ended 31st March 1961, as it ended later than 30th June 1960. 

However, for the purpose of computing the income for the* 
relevant previous year under the proviso to section 3 (1), the compu¬ 
tation of the income according to the previous year which ended last 
is not rigidly insisted upon in cases where this is not found possible 
without difficulty. In such cases, if the income from any source has. 


14 



( 1 » > 

already been computed in respect of the previous ym r as adopted' 
for the corresponding income-tax assessment year, that figure mtk be? 
adopted as the the income of the previous year which ended last. 

If an assessee has no income chargeable under the Income-Tax 
Act, the previous year will be the financial year immediately 
preceding the assessment year. Once an assessment has been made 
under the Expenditure Tax Act on the basis of a particular previous 
year, the same kind of previous year will be applicable to the asses- 
see’s future assessments also. The assessee can, however, change 
his previous year with the approval of the Expenditure Tax Officer. 

Illustration 

An assessee had the following income for the assessment year 
1961-62 

(a) Business Profits for the calendar year 1960 Rs. 32,000. 

(b) Professional Income for the financial year 1960-61 Rs. 

16,000. 

( c ) Property Income for the period 1-10-1959 to 30-9-1960 

Rs. 3,000. 

Income from all sources for the purpose of the proviso to 
section 3(1) will be taken as the total of Rs. 32,000 + Rs. 16,000 + 
Rs. 3,000 = Rs. 51,000 and the income-tax payable for the assess¬ 
ment year 1961-62 wlII be deducted from Rs. 51,000 to arrive at 
the net income from all sources. 

Dependant. 

As the income and expenditure of a dependant of an assessee 
is included, for purposes of expenditure tax, in the income and 
expenditure of the assessee, the definition of the term ‘dependant’ is 
important. 

A ‘dependant’, in relation to an individual, means the .spouse 
or minor child in every case, and, in addition, it includes any other 
person wholly or mainly dependent on the assessee for support and 
maintenance. 

In relation to a Hindu undivided family, a dependant means 
(i) every coparcener other than the karta and (ii) any other member 
of the family entitled to maintenance from the joint family property. 

Basis and incidence of Charge 

The basis of expenditure tax is ‘expenditure’, which means all 
disbursements in cash or in kind as well as those for which liability 
is incurred by the assessee in the previous year. The nature of funds 
from which expenditure is actually incurred is no criterion for char- 
geability and it is immaterial whether the expenditure is incurred 
out of any income, capital or borrowings. 
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The quantum of expenditure tax varies with the citizenship 
and residence of an assessee. Citizenship is determined according 
to the Constitution of India. An assessee may be an Indian citizen 
or a foreign citizen. The residence of an assessee is determined 
according to the Income-Tax Act. 

The incidence of expenditure tax is as follows ;— 

Expenditure incurred in India ; 

All assessees (whether Indian citizens or foreign citizens and 
whether resident in India or not) are chargeable in respect of 
expenditure incurred in India. 

Expenditure incurred outside India : 

(1) Indian citizens. If an Indian citizen (including a Hindu 
undivided family) is resident and ordinarily resident in India, the 
expenditure incurred by him or it outside India from whatever 
source is chargeable to tax. 

If he or it is not resident or not ordinarily resident in India, 
■expenditure incurred outside India from out of any income or capital 
accrued or realised outside India is not subject to tax. In other 
words, expenditure incurred outside India in such a case will be 
taxable only if it has been incurred out of any income or capital 
.accrued and realised in India. 

(2) Foreign citizens. Expenditure incurred by a foreign 
citizen outside India from whatever source (Indian or foreign) is not 
liable to tax, if he is also non-resident in India. 

If, however, he is resident in India, expenditure incurred 
outside India from out of any income or capital accrued or realised 
outside India is not subject to tax. In other words, expenditure 
incurred outside India in such a case will be taxable only if it has 
been incurred out of any income or capital accrued and realised in 
India. But in such a case a special concession is granted by section 
6(l)(i), which permits an additional deduction upto Rs. 10,000 
from the expenditure so incurred over and above the other 
allowances. This concession is explained further under the heading 
'‘Deductions and Allowances.” 

Provision against double taxation. Under section 3 (2) effect 
has been given to the general principle that the same expenditure 
should not be subjected to tax more than once. Thus, when any 
liability incurred in a year is treated as expenditure of that year, 
discharge of that liability by cash payment or otherwise in a subse¬ 
quent year is not to be treated as expenditure incurred in that year. 

Income Test for Chargeability 

According to the proviso to section 3(1), an assessee is not 
chargeable to tax for any assessment year, if his income and the 
income of his dependants taken together during the previous year 
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from all sources (as reduced by the amount of taxes to which their 
incomes are subject) do not exceed Rs. 36,010. 

For this purpose, income does not mean the total income 
computed for the purpose of income tax assessment ; it includes all 
income from whatever source arising to the assessee and his depen¬ 
dants. Similarly, taxes include all taxes charged on income, whether 
they are charged by the Central Government (e. g., income-tax) or 
by a State Go'ernment (e. g., agricultural income-tax). But taxes 
do not include wealth tax, gift tax, expenditure tax or estate duty. 

All income to which the assessee or any of his dependants is 
beneficially entitled (e. g., as a beneficiary under a trust) is to be 
treated as the income of the assessee or of the dependant as the case 
may be. 

Where the assessee, being an individual, is a member of a 
Hindu undivided family or of an association of persons, any sum in 
money or money’s worth spent for the assessce’s benefit or for the 
benefit of any of his dependants from out of the property or income 
of the family or association, has to be included in his income. 

For the purpose of computing the net income of Rs. 36,000, 
the following incomes are to be included ; 

(a) Agricultural income. 

(b) Receipts of a casual or non-recurring nature. 

(c) Privy purse. 

(d) Capital gains. 

(e) Race-winnings or lottery prizes or belting or other receipts. 

(f) All incomings in the nature of a profit or gain, provided 

they are actually received in cash or treated as received 
according to the mercantile syslem of accounting. 

The following items are to be dealt with for the above purpose 
in the manner set out below. 

(1) Interest on provident fund and employer’s contributions. The 
amount of interest and the employer’s contributions credited to an 
employee’s provident fund account will not be treated as income 
accrued, but when the employee is paid the accumulated balance to 
his credit, the amount received by him in excess of his ov/n contribu¬ 
tions during the period of his service will be treated as income of the 
year in which the amount is received by the employee. 

(2) Interest on Post Office and National Savings Certificates* 
Interest accrued every yeir in respect of money invested in the certi¬ 
ficates will not b 2 treated as inconii of that year merely on the basis 
of accrual. Any amount received by way of interest either on the 
maturity of the certificate or at any other lime will be treated as 
income received in the relevant year. 

(3) Refund of Income-Tax. Where income-tax payment has 

2 
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Once been taken into account for the purpose of the proviso to 
section 3(1) or has been allowed as a deduction under section 6 (1) 
(a), and subsequently the whole or part of the income-tax paid 
becomes refundable, such refund shall not be treated as income. 
However in such cases action will be taken under section 16 to levy 
expenditure tax or to revise the expenditure tax assessment already 
made, as the case may be. 

(4) Travelling and Daily Allowances. To the extent these 
allowances are not treat:d as income in the hands of the recipients 
for purposes of income-tax, they will also not be treated as items 
of income for the purposes of this proviso. 

Illustrations 

(1) The parliculars of the income of X and his dependants for 
the financial year ended 31st March 1961 are as under :— 


Rs. 

1. Income from cloth business carried on by X 20,000 

2. Rental income of house property of Mrs. X 

(her personal property) 10,000 

3. Interest earned by Y (X’s minor son) on 

Rs. 50,000 gifted to him by his maternal 
grandfather 3,000 

4. Capital gains on sale of some capital assets 12,000 


If the income-tax payable on the above incomes is Rs. 4,500, is 
X liable to expenditure tax for 1961-62 ? 

The income of X and his dependants is Rs. 45,Q0"> and after 
deduction of income-tax, the net amount comes to Rs. 40,5'JO. 
Therefore, X is liable to expenditure tax. 

(2) X, a salaried employee, had the following income during 


the previous year ended 31st March 1961 :— 

Rs. 

Salary 36,COO 

Employer’s contribution to Provident Fund 3,000 

Interest on Provident Fund 4,000 

Interest from government securities (gross) 2,000 

Dividend gross 2,0C0 


The dividend was received in respect of shares gifted by X to 
his wife and the income is included in X’s total income under section 
16(3) of the Income-Tax Act. During the year the assessee’s 
expenditure on personal consumption amounted to Rs. 35,000. 
Income-tax payable for the assessment year 1961-62 is estimated at 
Rs. 6,000. 

Is X chargeable to expenditure tax for 1961-62 ? 
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Before X can be charged to expenditure tax, his net income 
from all sources during the year must exceed Rs. 36,000. 


Rs. 

Salary 36,000 

Employer’s contribution to provident fund and 
interest credited to provident fund account of 
the assessee are not to be included in the net 
income 

Interest on government securities 2,000 

Dividend 2,000 

40,000 

Income-tax to which the income is subject 6,000 

Net Income 34,000 


As the aggregate income of the assessee from all sources (as 
reduced by taxes to which such income is subject) does not exceed 
Rs. 36,000, no expenditure tax is payable by the assessee. 

Expenditure deemed to be assessee’s expenditure 

Section 4 provides for the aggregation of expenditure incurred 
by another person with the assessee’s own expenditure in the follo¬ 
wing cases : - 

(1) Any expenditure (in excess of Rs. 5,000) incurred, directly 

or indirectly, by any other person in respect of any 
obligation or personal requirement of the assessee or any 
of his dependants. 

(2) Where the assessee is an individual, any expenditure 

incurred by his/her spouse or minor child as also by 
any other person dependent on the assessee wholly or 
mainly for support and maintenance. The aggregation 
of the dependant’s expenditure is required even if the 
expenditure has not been met out of assets transferred 
by the assessee to the spouse or minor child or other 
dependant. This is in conformity with the provision in 
section 6(l)(h) that the basic allowance of Rs. 30,000 
is meant for the assessce’s family as a whole consisting 
of himself and his dependants. 

(3) Where the assessee is a Hindu undivided family, any 

expenditure incurred by every member from out of 
income or properly transferred to him by the family. 

However, any expenditure incurred by any other person for 
the assessee, which is by way of customary hospitality or which is of 
a trivial nature, is not to be included in the assessec’s expenditure. 

If any expenditure incurred by a dependant is included in the 
assessee’s total expenditure, the exemptions and deductions admissible 
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under sections 5 and 6 (as explained later on) in respect of expendi¬ 
ture incurred by the assessee will, where appropriate, be admissible 
in respect of the dependant’s expenditure subject to the following 
conditions :— 

(a) The same expenditure should not be claimed by the 

assessee and again by the dependant ; 

(b) With regard to the basic allowance under section 6(l)(h), 

no separate allowance is admissible in respect of the 
expenditure of the dependant ; and 

(c) Where any monetary limit has been prescribed in respect 

of any particular type of expenditure, that limit will 
apply to the aggregate expenditure of that kind incurred 
by the assessee as well as by the dependants. 

Exempt Expenditure 

Under section 5, several items of expenditure have been 
exempted from expenditure tax. The exempted items are not to be 
taken into account even for determining the rate at which the assessee 
is to pay the tax. These exempted items of expenditure are listed in 
four broad groups as given below. 

1. Disbursements resulting in savings or investments : 

Investments in movable or immovable property, capital invest¬ 
ments in business, insurance premiums and contributions to provident 
and superannuation funds all fall into this group. The specific 
• exemptions are the following :— 

(a) Any expenditure incurred by the assessee in connection 

with the acquisition of any immovable property or in 
the construction of any building as also any expenditure 
incurred in the repair, maintenance or improvement of 
any building or part thereof not in the occupation of the 
assessee or any of his depcndants-section 5(e). 

Exemption is not available in respect of expenditure 
incurred on repair, maintenance and improvement of 
owner-occupied property, but it is available only in 
respect of property not occupied by the assessee or his 
dependants. 

(b) Any expenditure incurred by the assessee by way of 

investment in deposits, loans, shares and securities— 
section 5(f). 

( c ) Any expenditure incurred by the assessee by way of contri¬ 

bution as capital to a firm or other association of persons 
in consideration of a share in the profits of the firm or 
association—section 5(h). 
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(d) Any expenditure incurred by ti e assessee for paying 

premium in respect of any policy of insurance (i) on the 
life of the assessee or any of his dependants, or (ii) for 
the education or marriage of any of his dependants, or 
(iii) for insuring the health of the assessee or covering 
any accident or disability, or Civ) covering any property 
(other than aircraft, motor vehicles or other transport 
vehicles) against loss or damage due to fire or theft— 
section 5(k). 

(e) Any expenditure incurred by way of contribution to a 

provident, thrift or superannuation fund—section 5 (p). 

II. Expenses connected with business or employment : 

Under this group fall all expenses incurred for the purposes of 
earning income from business, profession or vocation or from any 
other source including expenditure incurred while discharging the 
duties of an employment. Such expenses are :— 

(i a ) Any expenditure (capital or revenue) incurred by the 
assessee wholly and exclusively for the purpose of the 
business, profession or vocation carried on by him or 
for the purpose of earning income from any other 
source—section 5(a). 

(b) Any expenditure incurred by the assessee or on his behalf 

by his employer, wholly and necessarily in connection 
with the discharge of duties arising out of the asscssee’s 
employment—section 5(b). 

(c) Any expenditure incurred by or on behalf of the assessee 

wholly and necessarily in connection with the discharge 
of any duties assigned to him by the Government— 
section 5(c). 

(d) Any expenditure incurred on behalf of the assessee by way 

of any such passage or travel concessions as are referred 
to in section 4 (3) (via) of the Income-Tax Act—section 
5(d). 

(e) Any expenditure incurred by the assessee out of any 

allowance in the nature of an entertainment allowance 
in respect of which income-tax is not payable—section 
5(n). 

III. Gifts, donations, etc. : 

Gifts, donations and expenditure incurred for public charitable 
purposes are instances falling under this group. Actual exemptions 
cover the following :— 

(a) Charity : Any expenditure incurred by the assessee for 
any public purpose of a charitable or religious nature. 
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But if the expenditure is incurred outside India for such 
purposes, the exemption will not apply unless the 
Central Board of Revenue, having regard to the circum¬ 
stances relating thereto, otherwise directs—section 5(m). 

(b) Gifts and donations : Any expenditure incurred by the 

assessee by way of any gift, donation or settlement on 
trust or otherwise for the benefit of any other person— 
section 5(j). 

(c) Repayment of loan : Any expenditure incurred by the 

assessee by way of repayment ofloan or other borrowing. 
The exemption applies also in respect of interest thereon, 
provided the loan or other borrowing was utilised for 
incurring non-taxable expenditure—section 5 (i). 

IV. Miscellaneous : 

The following items of expenditure not falling in the earlier 
groups are also exempt :— 

(a) Any expenditure incurred by the assessee in the purchase 
of such products of any cottage industry in India or 
works of art as individually cost more than Rs. 1,000, 
or any expenditure incurred in the purchase of books— 
section 5(g). 

(i b) Any expenditure incurred by the assessee in the purchase 
or maintenance of livestock—section 5(1). 

(c) Any expenditure incurred by the assessee in connection 

with any election to any legislature, municipal or other 
public authority in India to the extent permissible under 
election rules—section 5(r). 

(d) Any expenditure (not being personal expenditure) incurred 

by the assessee out of his privy purse for certain specified 
purposes—section 5(q). 

(e) Any expenditure incurred outside India from any source 

by an assessee who is not a citizen of India and who is 
not resident in India—section 5 (o)(i). 

(/) Any expenditure incurred outside India from any income 
or capital accrued or realised outside India by an 
assessee who is not a citizen of India but who is resident 
in India-section 5 (o\ii). 

(g) Any expenditure incuried outside India from any income 
or capital accrued or realised outside India by an 
assessee, who is a citizen of India or a Hindu undivided 
family and who is not resident or not ordinarily resident 
in India—section 5 (o)(ii). 
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Deductions and Allowances 

Apart from the items of exempted expenditure under section 5, 
certain deductions and allowances are provided by section 6 in 
computing the taxable expenditure of an assessee. These deductions 
and allowances are as follows :— 

I. Taxes and Legal Expenses : 

fa) Any taxes (including expenditure tax), duties, cesses, rates 
or fees, paid in the previous year, to the Government or a local 
authority, but not— 

(i) taxes or fees in respect of any conveyance or other 

movable asset intended for the personal use of the 
assessee or any of his dependants ; 

(ii) customs duties on or taxes on articles imported or pur¬ 

chased for the personal use of the assessee or any of his 
dependants ; and 

(iii) taxes paid to a local authority in respect of any property 

in the occupation of the assessee or any of his dependants 
or both—section 6(l)(a). 

Deductible items will include income-tax, municipal tax, estate 
duty, gift tax, wealth tax and also expenditure tax, if any, paid in 
the previous year. But vehicles tax or motor taxes or fees like radio 
licence fees, will not be deducted. However, any fine or penalty 
imposed under any law relating to taxes, duties, etc., (excepting 
penalties leviable under the Expenditure Tax Act) will also be 
deductible. 

(b) Any expenditure lawfully incurred by the assessee in 
respect of any civil or criminal proceedings to which he is a parly — 
section 6(l)(b). 

Any decretal amount which is payable by way of damages, etc., 
awarded against the assessee (along with the costs awarded) as also 
penalties and fines imposed in the couise of any civil or criminal 
proceedings (along with the costs) are deductible. 

' Any fees paid to an income-tax practitioner or to a lawyer or 
an accountant for representing the assessee in income-tax, wealth tax, 
expenditure tax or gift tax proceedings or any other proceedings of a 
similar nature, whether at the first stage or at the appellate stage, are 
also deductible if actually paid in the previous year. 

(c) If the assessee proves in any year that in respect of any 
sum out of which any expenditure is chargeable to expenditure tax, 
he has paid in a foreign country any tax under any law in force in 
that country relating to taxes on income, wealth, gift or expenditure, 
he is entitled to a deduction from the taxable expenditure of that 
portion of the tax paid in the foreign country which is attributable 
to the amount of such expenditure - section 6 (4). 
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II. Personal Expenditure of unavoidable or obligatory nature : 

(a) Any expenditure incurred by the assessee— 

(i) if an individual, in respect of his own marriage or the 
marriage of any of his dependants, and 

(ii) if a Hindu undivided family, in respect of the mairiage of 
the karta or any other member of the family, 

subject to a maximum of Rs. 5,000 for each marriage—section 6 
(1) (c'. 

Gifts to bride, bridegroom or to members of either party and 
presentations of articles (other than wearing aoparel or other articles 
for consumption) made on the occauon of marriige will be conside¬ 
red for the purple of exem Uion with reference to section 5 v j , and 
not under this clause. But any expenditure incurred on clothes in 
connection with the miuiige will not be treated as expenditure 
incurred by way of gifts exempt under section 5(j), and has to be 
treated as part of marriage expenses deductible under this clause up 
to a maximum of Rs. 5,Odd in respect of each marriage. 

Thus, marriage expenditure includes expenditure incurred on 
clothes, food and refreshments, festivities, illuminition, procession, 
music, entertainment, etc., but not gifts and presents. 

(b) Any expenditure incurred by the assessee on the mainte¬ 

nance of his partners subject to a maximum of Rs. 4,000 
— section 6(l)(e). 

(c) Any expenditure incurred by the assessee— 

(i) If an individual, in lespect of his own medical treatment 
or the medical treatment of any of his dependants or 
parents, and 

(ii) if a Hindu undivided family, in respect of the medical 
treatment of the karta or any other member of the 
family. 

subject to a maximum of Rs 5,i 00 in the case of an individual or a 
Hindu undivided family which consists only of the karta, his wife 
and children, and Rs. 10,000 in the case of any other Hindu undivi¬ 
ded family. 

If the assessee’s claim of medi;al expenses in any year is less 
than the maximum amount admissible in his case, he is allowed to 
carry forward for two years such part of Rs 5/ 00 or Rs. 10,000, as 
the case miy be, as remains unclaimed—section 6(1 )(f). 

Illustration 

If an individual incurred medical expenses of Rs. 2,000 in the 
previous year ended 31st March 1960 and Rs. 3,000 in the next 
previous year, he will be entitled to deduct for the assessment year 
1962-63 for medical expenses a sum equal to Rs. 5,000 (maximum 
for one >car) plus Rs. 3,0 JO (short-claimed in the assessment year 
1960-61) plus Rs. 2,000 (short-claimed in the assessment year 
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1961- 62), that is to say, he can claim a deduction of Rs. 10,COD 
from the taxable expenditure for the assessment year 1962-63. 

If the assessee shows that immediately before 1st April 1958 
he had been incurring expenditure on medical treatment of himself 
or his dependants or parents, of an amount higher than the 
maximum amount admissible in his case, the Expenditure Tax 
Officer can increase the limit of the allowance for any year from 
Rs. 5,000 or Rs. 10,000 as the case may be, to such an amount as he 
may think reasonable in the circumstances of the case up to 
Rs. 20,000. This concession is available up to the assessment year 

1962- 63. 

(d) Any expenditure incurred by the assessee in respect of the 
education in any country out of India, of himself or any of his 
dependants and where the assessee is a Hindu undivided family, of 
any member of the family, subject to a maximum of Rs. 8,000 per 
year—section 6(l)(g). 

This deduction is not restricted to the education of one member 
only outside India. The claim is allowable in respect of more than 
one member, l ut the total allowable claim is restricted to the maxi¬ 
mum of Rs. 8,000. 

Expenses of education in India are not allowed as a deduction, 
because they are included in the basic allowance of Rs. 30,000 or a 
higher figure in the case of a Hindu undivided family. 

(e) Any chargeable expenditure incurred outside India by the 
assessee who is not a citizen of India but is resident in India, subject 
to a maximum of Rs. 10,000. This is additional to the deductions 
permitted unier clauses (c), (e), (f) or (g) of section 6(1)—section 6 
( 1 ) 0 ). 

Ill, Expenditure incurred in the purchase of durable or semi-durable 
articles : 

Tour-fifths of any outlay on the purchase of bullion, precious 
stones and jewellery, furniture and other household goods, motor 
cars and other conveyances or any other articles of durable or semi- 
durable nature for the personal use of the assessee or any of his 
dependants. One-fourth of the amount so deducted in the previous 
year will be added to the taxable expenditure of the assessee in each 
one of the following four >ears—section 6(l)(d). 

This means that one-fifih of such expenditure is to be added 
to the chargeable expenditure of the assessee for five successive 
assessment years. 

Exchange of Assets . Where an old article is exchanged for an 
article of the same description and an additional sum is paid, the 
additional sum only will be treated as the further expenditure 
incurred during the previous year, and one-fifth thereof will be 
charged to tax by virtue of this clause. The untaxed cost of the old 
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article will continue to be dealt with in the usual rtunner. This 
concession will not apply if the articles exchanged are dissimilar or 
of different kinds. 


Illustrations 

(l) An assessee buys a motor car in the previous year ended 
31st March 1960 for Rs. 15,000. In the year ended 31st March 1961 
he exchanges this car for another car of the value of Rs. 20,000 by 
giving the old car and paying cash Rs. 7,500. The taxable expendi¬ 
ture to be considered for the assessment years 1960-61 and onwards 
will be as follows :— 


Assessment Year 

Car No. 

1 

Car No. 2 

Total expenditure 





under section 6 





o; (d) 


Rs. 


Rs. 

Rs. 

1960-61 

3,000 


_ 

3,000 

1961-62 

3,000 

+ 

1,500 

4,500 

1962-63 

3,000 

4- 

1,500 

4,500 

1963-64 

3,000 

+ 

1,500 

4,500 

1964-65 

3,0 J0 

4 

1,503 

4,500 

1965-66 

— 


1,500 

1,500 

(2) On the other hand, 

if the car were exchanged for an air- 

conditioning plant 

worth Rs. 20,000 after payment of Rs. 7,500 in 

cash besides the car, 

section 6(4)(d) will apply as 

follows : — 

Assessment Year 

Car 

Air-conditioning 

Total expenditure 




plant 

section 6 (1) (d) 


Rs. 


Rs. 

Rs. 

1960-61 

3,300 


- 

3,000 

1961-62 

3,000 

4 

4,000 

7,000 

1962-63 

3,00) 

+ 

4,000 

7,000 

1963-64 

3,000 

+ 

4,000 

7,000 

1964-65 

3,000 

4 

4,000 

7,000 

1965-66 

— 


4,000 

4,000 


IV. Basic allowance for normal personal expenditure : 

A deduction is allowed for a basic allowance as follows :— 

(i) Where the assessee is an individual, of Rs. 30,000 for 

himself and all his dependants ; and 

(ii) Where the assessee is a Hindu undivided family, of 

Rs. 30,000 in respect of the karta, his wife and children, 
and a further allowance of Rs. 3,000 for every additional 
coparcener (if net separately assessed), the basic allowance 
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for the family as a whole being subject to a maximum of 
Rs. 60,000—section 6 (1) (h). * 

Illustration 

A Hindu undivided family consists of four brothers A, B, C 
and D, of whom A is the karta and each brother has a wife and two 
major sons, C and D are being separately assessed to expenditure 
tax and are entitled to a basic allowance of Rs. 30,000 each. The 
basic allowance admissible for the family will be as follows :— 


Rs. 

Allowance for A (karta), his wife and children 30,000 

Allowance for B and his two sons at Rs. 3,000 each 9,000 

Allowance for the two sons of C at Rs. 3,000 each 6,COO 

Allowance for the two sons of D at Rs. 3,000 each 6,000 


Allowance for the family as a whole 51,000 


As C and D are being separately assessed to expenditure tax as 
individuals and each of them is entitled to an allowance of Rs. 30,000 
in his assessment, no further basic allowance for them would be 
admissible in the assessment of the Hindu undivided family. 

V, Special allowance for non-Indian citizens. 

Section 6(1 )(i) applies to persons who are not citizens of 
India but are resident in India in the previous year, and provides 
for a special deduction up to Rs. 10,000 from out of the expenditure 
incurred outside India and chargeable to tax. It operates over and 
above the deductions allowed under section 6(l)(c) (marriage 
expenses), section 6 (1) (e) (maintenance of parents), section 6 (1) 
(f) (medical expenses) and section 6 (1) (g) (education expenses 
incurred abroad). Accordingly, even if a portion of the expenditure 
is disallowed on the ground that it exceeds the limits specified in 
these clauses, the excess so disallowed will qualify for deduction 
under section 6(l)(i). Where a resident person, who is not a citizen 
of India, incurs expenditure outside India from out of income earned 
abroad or out of income received abroad, the question of any 
deduction under this clause will not arise since no part of the 
expenditure is chargeable to tax. 

VI. Alternative basis for deductions and allowances : 

In order to avoid undue hardship to persons who have been 
accustomed to a high scale of personal expenditure in the past, a 
special provision has been made. Under section 6(2), an option 
is given to such persons to claim in lieu of these allowances (other 
than taxes) provided in clauses (b) to (i) of section 6 (1) and ad hoc 
allowance equal to 75 per cent of the average annual expenditure of 
the assessee for the last three years computed after taking into account 
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the exemptions mentioned in section 5 and the deduction permissible 
under section 6(1 (a), subject to a ceiling of Rs. 75,000. This 
limit of Rs. 75,000 is to be progressively reduced by a sum of 
Rs. 5,000 every year commencing from the assessment year 1959-60 
until it falls below the aggregate of the normal allowances. 

Rates of Expenditure Tax 

Unlike the Income-Tax Act, the rates of tax under the Expend¬ 
iture Tax Act do not provide for any exempt slab of the taxable 
expenditure. The reason is that all exemptions and allowances are 
deducted from the total expenditure itself, and the same is true also 
of the basic allowance of Rs. 30,001 (or the higher figure applicable 
in the case of Hindu undivided families), which coriesponds to the 
first exempt slab of income for income-tax purpose*. When the 
taxable expenditure is so computed, no occasion arises for giving 
any rebate or exemption at the average rate of tax. 

The taxable expenditure of an assessee is determined as 


under :— 

Rs. Rs. 

Total expenditure incurred during the previous year 85,0 0 
Less Expenditure on items exempt under section 5 15,000 

70,0:0 

Deduct (i) Basic allowance 30,001 

( ii) Other allowances under section 6 15,000 45, 03 


Taxable Expenditure 25,000 


The total amount of tax on the taxable expenditure is determi¬ 
ned at the following rates :— 

(1) On the first Rs. 10,000 of taxable expenditure 10% 

(2) On the next Rs. 10,000 of taxable expenditure 20% 

(3) On the next Rs. 10,000 of taxable expenditure 20% 

(4) On the next Rs. 10,010 of taxabl; expenditure 60% 

(5) On the next Rs. 10,000 of taxable expenditure 80% 

(6) On the balance of taxable exp nditure 100% 


Assessment of Persons receiving Privy Purse 

Under section 20, a special provision has been made for the 
settlement by the Central Government of the expenditure tax payable 
by a person in receipt of privy purse. According to this provision, 
the person has to apply in the prescribed form, and on receipt of 
the application the Central Government will assess the expenditure 
tax to be such sum as may be appropriate. In such a case, the 
amount of tax assessed by Government is final. 

The application for settlement has to be filed before the 30th 
iAxne ol Vhe relevant assessment year. 
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Assessment Procedure 

Expenditure Tax Authorities. The Income-Tax Officer, the 
Inspecting Assistant Commissioner of Income-Tax, the Appellate 
Assistant Commissioner of Income-Tax, the Commissioner of 
Income-Tax and the Income-Tax Appellate Tribunal are also the 
corresponding authorities for expenditure tax. 

Assessment Procedure. Every person, whose expenditure for 
the previous year is of such an amount as would render him liable 
to expenditure tax, is required to file a return of expenditure with 
the Expenditure Tax Officer before the 3f th June of the corresponding 
assessment year. The Expenditure Tax Officer is the Income-Tax 
Officer who deals with the income-tax assessment of the assessee. 

The Expenditure Tax Officer may also serve a notice under 
section 13(2) upon any individual or Hindu undivided family whom 
he considers liable to expenditure tax to file the return within the 
time specified which would normally be 35 days. If the assessee is 
unable to file the return within the prescribed time, he can approach 
the Expenditure Tax Officer foi extension of time. 

The procedure for the assessment, levy and collection of expen¬ 
diture tax follows closely that of income-tax. As regards expenditure 
tax, the rights of an assessee for appeal, revision or reference are also 
the same as for income-tax. 

In this connection, the comparable sections of the two Acts are 
as follows :— 

Sections of Sections of 


I. T. 

Act 

E. T. Act 

Filing of return 

22 

13 & 14 

Assessment 

23 

15 

Additional assessment 

34 

16 

Imposition of penalty 

28 

17 

Assessment of deceased person 

24 B 

18 

Assessment after partition of H. U. F. 

25A 

19 

Appeal to A. A. C. 

30 

21 

Appeal to Appellate Tribunal 

33 

22 

Revision by Commissioner 

33A 

23 

33B 

24 

Reference to High Court 

66 

25 

Appeal to Supreme Court 

66A 

27 

Notice of Demand 

29 

28 

Recovery of Tax 

46 

29 & 30 

Rectification of mistake 

35 

31 

Prosecution of assessee 51 

& 52 

32 

Disclosure of information by a public servant 
Publication of names of asses sees on whom 

54 

38 

penalty has been imposed 

59A 

38A 

Disclosure of information respecting tax payable 

59B 

38B 
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Illustrations 

(1) The following particulars are available concerning the 
affairs of A (an individual) for the previous year ended 31st March 


1961 ;— 

Rs. Rs. 

(a) Income from skin and wool business 20,000 

(b) Agricultural income 10,000 

(c) Gains from betting at horse-races 10,000 

(d) Sate proceeds of A’s house (which 

was originally purchased by him 

for Rs. 30,000; 40,000 

(e) Income-tax : 

Payable for the assessment year 
1961-62 6,000 

Paid during 1960-61 10,0J0 16,000 

(f) Cash in hand and at Bank on 

1-4-1960 1,00,000 

(g) Cash in hand and at Bank on 

31-3-1961 1,10,000 

(h) Expenses incurred on the marriage 

of daughter : 

Gifts and presents 6,000 

Other expenses 4,000 10,000 


Work out the amount of expenditure tax (if any) payable by A 
for the assessment year 1961-62. 


Net income for chargeabilitx : 

Rs. 

Income at (a), (b) and (c) above 40,000 

Capital gain on sale of house 10,000 

50,000 

Income-tax to which such income is liable 6,000 

Net income from all sources 44,000 


As the income of A from all sources as reduced by taxes to 
which such income is liable exceeds Rs. 36,00 \ he would be liable 
to tax on his taxable expenditure. 


Computation of taxable expenditure : 

Cash available on 1-4-1960 1,00,000 

Add Receipts mentioned in (a), (b), (c) and (d) 80,000 

Total disposable funds available during the year 1,80,000 

Less Cash at the end of the year 1,10,000 
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Total amount of expenditure for the year 70,000 

Less Expenditure exempt under section 5 ; 

Gift to daughter 6,C0D 

64,000 

Less Deductions admissible under section 6 : 

Income-Tax paid during the previous 
year 10,000 

Marriage expenses being below the 
maximum of Rs. 5,000 4,000 

Basic allowance 30,(00 44,COO 

Taxable expenditure 20,000 

Expenditure tax payable 3,000 


(2) Y, a medical practitioner, has furnished the following 
particulars relating to the financial year 1960-61 :— 


(a) 

Income from profession 

,Rs. 

30,000 


Income from house property at Poona 

looto 


Dividend income 

6000 


Interest on deposits, etc. 

4,000 

(b) 

Income-tax payable for the assessment year 


(c) 

1961-62 is estimated at Rs. 12,000. 

Cash in hand and at Bank on 1-4-1960 

2 00,000 

(d) 

Cash in hand and at Bank on 31-3-1961 

85,000 

(e) 

Y purchased in July 1960 a motor car for 



Rs. 15,000. 

(f) His elder son and his daughter were both 

studying in the U. K. for which he incurred 
expenses of Rs. 30,000 during the year. 

(g) His younger son was an engineering student 

at the Roorkee University and the expenses 
of his education there during the year 
amounted to Rs. 5,000. 

(h) Y installed an X-ray plant costing Rs. 25,000 

in his nursing home during the year. 

(i) He donated Rs. 5,000 to Rama Krishna 

Mission Hospital. 

(j) He purchased jewellery v/orth Rs. 40,COO. 

(h) Income-tax and wealth tax paid during the 
year amounted to Rs. 25,000. 

Calculate the amount of expenditure tax payable by Y for the 
assessment year 1961-62. 



( 32 ) 


Determination of net income : 

Rs. 


Income during the year as given in (a) 


50,000 

Less Income-tax payable thereon 


12,000 

Net Income 


38,000 

As the net income exceeds Rs. 36,000, Y is liable to expendi- 

ture tax. 



Computation of taxable expenditure ; 



Cash in hand and at Bank on 1—4—1960 


2/0,003 

Add Receipts as given in (a) 


50,000 



2,50,000 

Less Cash in hand and at Bank on 31-3-1961 

85,000 

Total expenditure 


1,65,000 

Less Expenditure exempt under section 5 : 



Capital expenditure (purchase of 
X-ray plant) for his profession 

25,000 


Donation to Hospital 

5,000 

30,000 



1,35,000 

Less Deductions under section 6 : 


Taxes paid 

Expenses of education outside India 

25,000 


limited to 

4/5ths of cost of motor car and 

8,0C0 


jewellery 

Basic allowance (which includes the 

44,000 


expenses of education of his youn¬ 
ger son in India) 

30,000 

1,07,000 

Taxable expenditure 


28,000 


Expenditure tax payable 6,200 


3. A. Richardson, an American citizen, is the Chief Engineer 
of an industrial concern in Bombay. He joined his post on 1-4-1960 
on a monthly salary of Rs. 5,000. Under the contract of employment 
a part of his salary, namely, Rs. 2,000 per month, is to be paid in 
America in dollars for maintenance of his domestic establishment 
there. Besides his salary, he received an entertainment allowance 
of Rs. 1,000 per month and was supplied with a rent-free bungalow 
which had been taken on rent by his employer at Rs. 1,500 per 
month. 
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Details of bis expenses are as follows : 

Rs. Rs. 


(a) 

Purchase of a motor car for personal 




use from a loan taken from the 




employer, repayment of loan to 
begin from 1-4-1961 


20,000 

(1 b) 

Club Bills 


5,000 

(c) 

Medical expenses : Cash paid 

3,000 



Bills outstanding 

3,000 

6,000 

(d) 

Domestic and private expenses in 




India 


25,000 

(e) 

Family expenses in U. S. A. 


24,000 


What expenditure tax is payable by him for the assessment year 
1961-62 ? 


Since Richardson’s ii.come from all sources (as reduced by the 
tax payable thereon, which is nil in this case because of the deduction 
of tax at source under section 18 of the Income-Tax Act) exceeds 
Rs. 36,000, he is liable to pay expenditure tax for the assessment 
year 1961-62. 

Computation of taxable expenditure • 

Expenditure incurred in India 

Add Amount of rent (in excess of Rs. 

5,000) paid by his employer for the 
bungalow occupied by him, being 
treated as his expenditure under 
section 4 

Expenditure incurred outside India 


Total expenditure 

Less Expenditure exempt under section 5 : 
Expenditure incurred in U. S. A. 
out of income realised outside 
India 


Less Deductions under section 6 : 


4/5ths of price of motor car 

Medical expenses (minimum allo¬ 

16,000 


wable) 

5,000 


Basic allowance 

30,000 

51,000 

Taxable expenditure 


18,000 

Expenditure tax payable 


2,600 


56,000 

13,000 

24,000 

93,000 

24,000 

69,000 
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Note : Under section 5 (o) (ii), in the case of a person, who 
is not a citizen of India but who is resident in India, expenditure 
incurred outside India is not taxable if it is met out of any income 
accrued or realised outside India. In this case, Rs. 24,000 expendi¬ 
ture incurred in the U. S. A. is met out of income (part of salary) 
realised outside India. 

(4j The following particulars have been collected in respect 


of Z (an individual) for the assessment year 1961-62 :— 

Rs. 

(a) Income of Z 40,000 

(b) Salary of Mrs. Z who is a doctor in a Gove¬ 

rnment hospital 12,000 

(c) Income from house property belonging to 

the father of Z who is wholly and mainly 
dependent on Z for support and maintenance 500 

(d) Expenditure incurred on personal consump¬ 

tion 24,000 

Expenditure incurred by Z on the mainte¬ 
nance of parents 6,000 

Purchase of jewellery by Mrs. Z 10,000 

Purchase of books 2,000 

Purchase of two works of art in the U. K. 
costing Rs. 800 each 1,600 

Purchase by Mrs. Z of articles of cottage 
industry in India each costing more than 
Rs. 1,000 5,000 

Insurance premia paid by Mrs. Z on the life 
insurance policy of her husband Rs. 1,200 
and on a policy on her own life Rs. 1,000 2,200 

Amount remitted to and spent by P, Z’s son, 
studying at Oxford Rs. 7,000 by Z and 
Rs. 5,000 by Mrs. Z out of her salary 12,000 


Work out the expenditure tax liability of Z. 


Determination of net income . 

Rs. 

Income of Z, his wife and other dependants 52,500 

Less Taxes payable thereon (assumed) 12,01)0 

Net income 40,500 


The income of the assessee and his dependants from all sources, 
as reduced by taxes payable thereon, is Rs. 40,500 which exceeds 
Rs. 36,000. Therefore Z is liable to expenditure tax. 



( 35 ) 

Computation of taxable expenditure : 


Rs. 

62,800 


Total expenditure as given in (d) 

Less Expenditure exempt under section 5 : 


Purchase of articles of cottage 
industry in India, the cost of each 
exceeding Rs. 1,000 5,000 

Purchase of works of art, each 
costing less than Rs. 1,000 - 

Purchase of books 2,000 

Insurance premia paid 2,200 

Less Deductions under section 6 : 

Maintenance of parents (maximum 
allowable) 4,000 

4/5ths of the cost of jewellery pur¬ 
chased 8,000 

Expenses on education abroad of 
Z’s son (maximum allowable) 8,000 

Basic allowance 30,000 


Taxable expenditure 
Expenditure tax payable 


9,200 

53,600 


50,000 

3,600 

360 


(5) Q is an Indian citizen (ordinarily resident in Tndia), 
supporting his wife, three children and both parents. His net 
income (i. e., income minus the taxes payable thereon) for the year 
ended 31st March 1961 is Rs. 85,00 - During the year he incurred 


the following expenses ;— 

Rs, 

New motor car purchased 15,000 

Maintenance expenses of father and mother 5 000 

Medical expenses on himself, his wife and one child 6,000 
Expenses on education of his two children abroad 10,000 

Expenses on education of the third child in India 1,200 

Expenses on the marriage of his niece (dependent 
on him) including Rs. 4,000 for gifts and presents 
given on the occasion 10,000 

Cost of repairs and renovations to his residential 
house 10,000 

Investments in shares of companies 5,000 

Insurance premia on policies on his own life and 
on that of his wife 3,000 

Purchase of jewellery for his wife 15,000 

Other household expenses 25,000 



C 36 ) 


To meet some of the expenses incurred by him, he borrowed a 
sum of Rs. 10,000 from a third party. The loan still remains unpaid 
and no interest has been paid thereon. 

Compute the taxable expenditure of Q for the assessment year 
1961-62 and the amount of expenditure tax payable by him. 


As the net income of Q exceeds Rs. 36,000, 
expenditure tax for the assessment year 1961-62. 

Computation of taxable expenditure : 


Total expenditure as given in the question 
Less Expenditure exempt under section 5: 

Investment in shares 5,000 

Insurance premia paid 3,000 

Gifts on the occasion of marriage 
of niece 4,000 


he is liable to 


Rs 

1,05,000 


12,000 


Less Deductions under section 6 : 

4/5ths of cost of car 12,000 

Maintenance esenses of parents 
(maximum allowable) 4,000 

Medical expenses (maximum allo¬ 
wable) 5,000 

Expenses on education abroad 
(maximum allowable) 8,000 

Expenses on the marriage of his 
niece (dependent on him) exclu¬ 
ding gifts and presents (maximum 
allowable) 5,000 

4/5ths of cost of jewellery 12,000 

Basic allowance 30,000 


93,000 


76,0C0 


Taxable expenditure 


17,000 


Expenditure tax payable 2,40'i* 

Note - Expenses of repairs and renovations of residential 
house are not exempted under section 5, and expenses on education 
in India are not an allowable deduction under section 6. 

The borrowing of Rs. 10,000 does not afTect Q’s liability to 
expenditure tax, as the source from which the expenditure has been 
incurred is immaterial. 



APPENDIX C 


GIFT TAX ACT, 1958 

The Gift Tax Act, 1958, came into force on 1st April 1958 
and it applied retrospectively to all gifts made after 1st April 1957. 
It extends to the whole of India. 

The object of this Act is to levy a tax on gifts in whatever 
form made by one person to another, and thereby to fill a gap in 
the existing tax system, which made it possible to avoid or reduces 
tax liability by gratuitous transfers of property. 

Previous Year. 

In each assessment year gift tax is levied on all gifts made by 
an assessee during the previous year. The previous year would be the 
same as adopted for income-tax assessment. If for income-tax 
assessment there are different previous years for different sources of 
income, the previous year for gift tax assessment would be the 
previous year which expired last. 

If an assessee has no income chargeable under the Income-Tax 
Act, the previous year for gift tax assessment will be the financial 
year immediately preceding the assessment year. Once an assess¬ 
ment has been made under the Gift Tax Act on the basis of a 
particular previous year, the same previous year will be applicable 
to the assessee’s future assessments to gift tax. The assessee can, 
however, change his previous year with the approval of the Gift Tax 
Officer. 

The first assessment for gift tax was made in the financial year 
beginning on 1st April 1958, but no person was required to pay tax 
on gifts made prior to 1st April 1957, whatever his previous year for 
income tax might have been. 

Rates of Gift Tax. 

The rates at which the gift tax is charged are as follows :— 

1. On the first Rs. 50,000 of the value of taxable gifts 4% 

2. On the next Rs. 50,000 of the value of taxable gifts 6% 

3. On the next Rs. 50,0 JO of the value of taxable gifts 8% 

4. On the next Rs. 50,000 of the value of taxable gifts 10% 

5. On the next Rs. 1,00,000 of the value of taxable gifts 12% 

6. On the next Rs. 2,00,000 of the value of taxable gifts 15% 

37 
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7. On the next Rs. 5,00,000 of the value of taxable gifts 20% 

8. On the next Rs. 10,00,000 of the value of taxable gifts 25% 

9. On the next Rs. 10,00,000 of the value of taxable gifts 30% 

10. On the next Rs. 20,00,000 of the value of taxable gifts 35% 

11. On the balance of the value of taxable gifts 40% 

What is a gift ? 

The term “gift” is defined as a transfer by one person to 
another of any existing movable or immovable property made volun¬ 
tarily and without consideration in money or money’s worth, and 
includes the transfer of any property deemed to be a gift under 
section 4. Property transferred may be agricultural, non-agricullural 
and it also includes any interest in property. 

Before a transfer of property can attract gift tax liability the 
following conditions must be satisfied, namely : 

(a) The transfer must be voluntary ; 

(b) The transfer must be of existing property ; and 

(c) The transfer must be without consideration in money or 

money's worth. 

Under section 4, certain transactions such as the following are 
to be treated as gifts ? 

(a) The difference between the full market value of prorerty 

and the actual consideration paid where the transfer is 
for less than full consideration. 

(b) The release, discharge or surrender of any debt or interest 

in property in favour of another. 

(c) Making a joint investment without adequate consi¬ 

deration. 

In connection with the definition of gift under the Gift Tax 
Act, there is an important point to note. The element of ‘accep¬ 
tance’ by or on behalf of the donee present in the definition of gift 
in section 122 of the Transfer of Property Act is not present in the 
definition of gift under the Gift Tax Act. The reason for the deletion 
of the requirement regarding acceptance is that the acceptance may 
be delayed to a point of time which would give the maximum 
advantage both to the donor and the donee, and it would be 
administratively difficult to keep track of such acceptances. 

Date of Gift. For an assessment under the Gift Tax Act, the 
date of gift is material for the following purposes : 

(a) In determining the liability to assessment itself, the date 

of the gift must be within the previous year concerned. 

(b) For determining whether the advance payment of gift tax 

as contemplated in sections 18 and 18A has been made 
within the prescribed time, which is a necessary condi¬ 
tion to be satisfied for the grant of rebate. 
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(c) For ascertaining the value of gifts, because a gift is to be 
valued as on the date oil which it is made. 

Valuation of Gifts. 

The value of any property other than cash transferred by way 
of gift is estimated to be the price which in the opinion of the Gift 
Tax Officer it would fetch if sold in the open market on the date on 
which the gift is made. Where the value of any property cannot be 
so estimated because it is not saleable in the open market, the value 
is to be determined in the prescribed manner. 

The rules governing the valuation of different kinds of property 
have already been explained in Appendix A dealing \uth wealth tax. 

Where a person makes a gift which is not revocable for a 
specified period, the value of the property gifted shall be the 
capitalised value of the income from the property gifted during the 
period for which the gift is not revocable. 

Where the valuation is disputed by asscssee. Under section 
23(6), where the asscssee objects to the valuation of any gifted 
property, the Appellate I ribunul may, and if the asscssee so requires, 
shall refer the question of the value to the mbitration of two valuers, 
one to be nominated by the appellant and the other by the respon¬ 
dent, and the Tribunal will, so far as that question is concerned, 
follow the decision of the arbitrators. If there is a difference bet¬ 
ween the two valuers, the matter will be referred to a third valuer 
nominated by agreement or by the Appellate Tribunal, and the 
decision of that valuer shall be final. 

Assessees. 

Gift tax is payable by all persons (individuals, Hindu undivided 
families, companies, firms and other associations of persons) making 
gifts taxable under the Act. But the gifts made by the following are 
not liable to gift tax :— 

(a) Government companies. 

(b) Statutory corporations. 

(c) Public companies whose affairs are controlled by and a 

majority of the shares in which is held by six persons or 
more. 

( d ) Subsidiary companies of the companies referred to in (c). 

(e) Institutions or funds whose income is derived from pro¬ 

perty held under trust or other legal obligation for 
religious or charitable purposes and is not liable to 
income-tax. 


Exemptions. 

According to section 5, gift tax shall not be charged in respect 
of the following gifts :— 

1. Gifts of immovable property situated outside India. 
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2. Gifts of movable property situated outside India, where the 
donor is not a citizen of India and is not ordinarily resident in India 
or where the donor, not being an individual, is not resident in India 
during the previous year in which the gift is made. The criterion 
for determining the residence of the donor is the same as for income- 
tax. 

3. Gifts of savings certificates declared by the Central 
Government to be free of gift tax. No such savings certificates have 
yet been issued by Government. 

4. Gifts to Government or local authorities. 

5. Gifts to any institution or fund to which the provisions of 
section 15B of the Income-Tax apply. 

6. Gifts for other charitable purposes. There is complete 
exemption in respect of all gifts made before 1st April 1958 for any 
charitable purpose. As regards gifts made after this date, only 
individual gifts up to a maximum of Rs. 100’ and in the aggregate up 
to a maximum of Rs. 500 to an individual donee in one year will be 
exempt. 

For example, if a person makes in one year four gifts of Rs.150 
each for the same charitable purpose, he will be entitled Lo an 
exemption ot only Rs. 400. If instead he makes five gifts of Rs. luO 
each during the year, he will be entitled to the maximum exemption 
of Rs. 500. 

7. Gifts up to a maximum of Rs. 10,000 in value in respect 
of the marriage of each dependent relative (male or female). 

8. Gifts to spouse. During the entire period of married life 
ii husband can make gifts up to Rs. 1,00,000 m value to his wife (or 
wives) and vice versa without incurring any gift tax Ii ibility. If, 
out of the gifts thus exempted, the husband or wife makes any 
further gifts, whatever be the purpose and irrespective of the amount, 
the gift will be taxed in full. 

9. Gifts of policies of insurance or annuities lo any person 
dependent on the donor, other than his wife, are exempt up to a 
maximum of Rs. 10,00 J in value. Where a person effects a nomina¬ 
tion under a policy, it will not be a gift. There must be an assign¬ 
ment to make a gift of the policy. The value of a policy of insurance 
for purposes of gift tax is its surrender value. 

10. Gifts under a will, because such gifts would be liable to 
estate duty. 

11. Gifts made in contemplation of death, as these would be 
liable to estate duty. 

12. Gifts for the education of the assessee's children, being 
reasonable in amount having regard to the circumstances of the case. 

13. Reasonable gifts by an employer, by way of bonus, 
gratuity or pension, to an emflcyee or to the dependants of a 
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deceased employee, solely in recognition of services rendered. 
Contributions by an employer to an employee's provident fund are 
not gifts within the meaning of the Gift Tax Act. 

14. Bona fide gifts made in the course of carrying on any 
business, profession or vocation. 

15. Gifts to any person in charge of any such bhoodan or 
sampattidan movement as the Central Government may specify. 

16. Gifts made by a Ruler of an erstwhile Indian State out of 
privy purse if in accordance v\ith usual practice or tradition. 

General Exemption Limit. 

Over and above the exemptions referred to above, no person 
need pay any gift tax if the total value of gifts does not exceed 
Rs. 10,000 in one year. If it exceeds Rs. 10,000, the gift tax has 
to be paid only on the excess of the value of gifts over Rs. 10,000. 

Taxable Gifts. To compute the amount of taxable gifts, we 
have to proceed in the following manner. From the value of all 
gifts made during the previous year, we have first to deduct the 
value of gifts falling under any of the sixteen categories of exempted 
gifts mentioned above. From the resultant figure we have then to 
deduct the general exemption of Rs. 10,000 (except in the case of 
gifts by a person from gifts made to that person by his or her 
spouse, exempted from tax up to Rs. 1,00,000 in value). The 
balance represents the value of taxable gifts. 

Rebate on Ad\ance Payments 

Section 18 makes a novel departure from the other taxation 
laws in providing a 10 per cent rebate on advance payments made 
towaids one’s gift tax liability. To earn this rebate the following 
conditions must be satisfied :— 

(a) The assessee must make a taxable gift. He cannot get 

the advantage of lebate bv making an advance payment 
in res; ect of a gift which is exempt from gift tax. 

(b) The taxable gift must be of Rs. 7 0,t 00 or more in value. 

( L ) The payment should be made within 15 days of the date 
of the gift. 

(d) The amount paid should be : 

(i) Where the value of gift docs not exceed Rs. 50,000. 

4% of the value. 

(ii) Where the value exceeds Rs. 50,000 but does not 

exceed Rs. 2,00,000, 8% of the value. 

(iii) Where the value exceeds Rs. 2/0,000, 15% of the 

value. 



( 42 ) 


If an advance payment on account of gift tax is made in the 
above manner, at the time of assessment the donor will get credit, 
besides the credit for the amount so paid, for a further amount 
equal to 10 per cent of the amount so paid. 

For example, if a person who makes a taxable gift of Rs. 
1,00,000 on 1st March 1961, pays into the treasury a sum of Rs. 
8,000 before 16th March 1961, then at the time of assessment for 
1961-62 he will be given credit not only for Rs. 8,000 but for a 
further sum of Rs. 8,00. According to the prescribed rates the 
gift tax on Rs. 1,00,000 is only Rs. 5,000. Therefore, he will get a 
refund of Rs. 3,800. 

It may be pointed out that there is no compulsion whatsoever 
and it is entirely optional for the assessee to make the advance pay¬ 
ment. If lie does so, he will get the rebate. 

Gift Tax Authorities. 

The Income-Tax Officer, the Inspecting Assistant Commis¬ 
sioner of Income-Tax, the Appellate Assistant Commissioner of 
Income-Tax, the Commissioner of Income-Tax and the Income-Tax 
Appellate Tribunal are also the corresponding authorities for gift 
tax. 

Assessment Procedure. 

It is the same as for wealth tax and expenditure tax, with the 
only difference that the following provision exists for the recovery 
of gift tax. 

Gift tax has to be paid bv the donor (i. e., the person who 
makes the gift), but if it cannot be recovered from him it can be 
recovered from the donee (i e., the person who receives the gift). 
The donee’s liability is. however, restricted to the amount of tax 
that is attributable to the value of gift received by him. The gift tax 
is also a charge on the immovable property comprised in the gift. 

The comparable sections of the Income-Tax Act and the Gift 
Tax Act arc given below. 




Sections of 

' 

I. T. Act 

G.T. Act 

Filing of return 

22 

13 

Assessment ... 

23 

15 

Additional assessment 

34 

16 

Imposition of penalty 

28 

17 

Assessment of deceased person 

24 B 

19 

Assessment after partition of H. U. F. 

25A 

20 

Assessment of discontinued firm or 



association of persons 

44 

21 

Appeal to A.A.C. 

30 

22 

Appeal to Appellate Tribunal 

33 

23 

Revision by Commissioner 

33A & 33B 

24 & 25 

Reference to High Court 

66 

a V* 

Appeal to Supreme Court 

66A 

28 ^ 

Notice of demand 

29 

31 

Recovery of tax 

46 

32 & 33 

Rectification of mistake 

35 

34 

Prosecution of assessees 

51 & 52 

35 

Disclosure of information by a public 



servant 

54 

41 

Publication of names of assessees on 



whom penalty has been imposed 

59A 

41A 

Disclosure of information respecting 


i 

tax payable 

59B 

41B 











